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Cash Discounts 
By Erwin J. C. SCHMIEL 


Accountancy in its present stage of development embraces so 
many topics of major as well as of minor importance that it has 
become the practice, virtually born of necessity, to isolate various 
phases for special study and consideration. Undoubtedly, a 
searching examination of a particular phase of accounting matters, 
resulting in accurate and logical conclusions definitely correlated 
with general accounting principles, should result in giving greater 
precision to those general principles. However, any theories 
which may be developed in this manner, but which lead through 
inferences, though properly drawn from the premises, to con- 
clusions which are found not to conform to basic general principles 
and which thereby impeach the soundness of the latter, ought to 
be disregarded at once. On the other hand, it is not impossible 
that new major theories may be advanced upon such good grounds 
that a revision or modification of some established principles may 
become necessary. 

While the subject of cash discounts is only a minor topic 
presenting nothing especially novel and much that is of academic 
interest only, it nevertheless offers some interesting and specula- 
tive aspects. From time to time articles by accountants and 
economists have appeared in support of the idea that a cash dis- 
count is not at all what it is ordinarily conceived to be. Some 
economists particularly are prone to denounce the traditional 
views held respecting cash discounts. While it may be true that 
practical accountancy and economics have very little in common, 
it does seem desirable (for reasons not pertinent to this discussion) 
to establish and elaborate upon all common points of contact be- 
tween economic and accounting theory. Contributions to this 
end by the economist ought to be welcomed, but it does seem as 
though on the subject of cash discounts the economist is trying to 
evolve a theory to fit his conception of their proper practical 
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treatment on the books of account. Apparently it is a case of the 
tail trying to wag the dog. 

The offer of a cash discount by a vendor to a vendee gives the 
latter an optional plan of settlement which he may decline, accept, 
or neglect, as expediency may dictate. A typical plan may be 
stated as “‘2%/10 days—60 days/net”’ which, as everyone knows, 
means that the amount billed is expected to be paid within sixty 
days, and if it is paid within ten days the vendee may deduct two 
per cent. from the billed price in settlement. Every theory re- 
garding such two per cent. reduction centers itself wholly around 
the question, ‘What does it represent?’’ The treatment of cash 
discounts on the books of account is not of great importance in 
the discussion because any valid theory will suggest its own 
proper application. 

The traditional theory assumes that a cash discount is precisely 
what the name implies—an allowance for cash. In order to dis- 
tinguish that conception briefly the term “allowance theory”’ will 
be used herein. The alternative theory, diametrically opposed to 
the foregoing, assumes that the term “‘price”’ as it is usually un- 
derstood is composed of two distinct elements, i. e. the amount 
which the vendor will accept in full settlement within the discount 
period, which the proponents of this theory variously term as the 
real, nominal, or cash price, plus a surcharge which the vendor 
exacts for non-payment within a specified limited time in order to 
reimburse himself for additional services rendered by reason of the 
extended time over which he is compelled to wait for his money. 
This will be termed the ‘“‘surcharge theory.”’ In order to avoid 
any ambiguity, the price as it is usually understood will be termed 
the ‘‘gross price,’’ and the gross price less the amount of the dis- 
count, the ‘net price.”” The issue, therefore, between the two 
positions is that one group assumes that the amount of the dis- 
count is an allowance, the other, a surcharge. 

Opinion seems to be unanimous on one point—that regardless of 
whether the amount of the discount be an allowance or a surcharge 
it should be classified in the profit-and-loss statement as a finan- 
cial management item. 

At the outset, it is a fair statement that the cash discount is an 
identical amount to both the vendor and vendee concerned, to 
each of whom it must retain the same essential characteristics 
consistent with the theory that is adopted. Any other view—for 
instance, an assumption that both sales discounts allowed and pur- 
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chase discounts neglected are items of expense—is a denial of the 
individual characteristic of the cash discount itself. To clarify 
this point, assume that a vendor sells $10,000 worth of mer- 
chandise to various vendees, the latter taking a two per cent. dis- 
count on one-fourth of their purchases. The vendor under the 
above assumption would show sales of $10,000 and a debit under 
financial management expenses of $50 discounts allowed. The 
combined reports of the vendees would show purchases of $9,800 
and a debit under financial management expenses of $150 dis- 
counts neglected. In practice similar conditions will be found 
to obtain frequently, but from a logical standpoint such 
views merely beg the question, permit ambiguity to replace con- 
sistency, and in fact it may be justly contended that such views 
deny the existence of any principles at all with respect to cash 
discounts. 

With respect to the opposing positions, therefore, if the cash 
discount is an allowance it must be considered as an expense to 
the vendor and as an item of income to the vendee when the latter 
avails himself of the discount privilege. If he declines or neglects 
the discount privilege the part of the sales contract relating to 
cash discounts becomes inoperative. But if the amount of the 
cash discount is a surcharge it takes effect only when the vendee 
fails to make payment within the discount period, and in that 
event the amount of the surcharge is an expense to the vendee and 
an item of income to the vendor. 

The controversy seems to center itself around purchase dis- 
counts to the complete disregard of sales discounts. However, 
the relationship between the two is one of such mutual dependence 
that in any discussion independent theories respecting either must 
be subordinated to the central idea of a cash discount. The offer 
of the discount privilege originates solely with the vendor, who 
determines the rate of discount, or surcharge, and therefore the 
motives which induce the vendor to make the offer ought to be a 
prime consideration in determining the nature of the discount. 
Yet in actual practice this is not always quite true, because very 
often the only compelling reason for offering cash discounts is im- 
posed upon the vendor from extraneous sources: for instance, by 
the practice of competitors. 

Those who so strenuously oppose the ordinary conception of a 
cash discount advance what has been termed the surcharge theory. 
A fair example of their argument, assuming a case of a sale for 
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$100 less a two per cent. discount for payment within ten 
days, runs about as follows: 


‘ 


‘.. . It is ridiculous to assume that any sane business man 
would sell merchandise reasonably worth one hundred dollars 
for ninety-eight dollars in cash... .” 

‘*.. What really happens, then, when a sale is made for one 
hundred dollars on the terms mentioned is that the vendor sells 
merchandise for the nominal value of ninety-eight dollars and 
charges two dollars to reimburse himself for assuming the addi- 
tional service. . . .”’ (By additional service, interest, book- 
keeping and credit insurance is understood.) 

‘“... It is doubtful whether the average business man knows 
why he allows two per cent. rather than three per cent. or some 
other rate for cash... .” 


The first statement above confuses prite with value and seems 
to imply that an absolute value of the merchandise is readily 
ascertainable. Gross prices are continually subject to the forces 
of supply and demand without any reference to the cash discount 
differential. They are also subject to variation by reason of 
changes in the general price level, which may or may not be 
accentuated by influences within the scope of any particular in- 
dustry which may be under examination. In many lines of busi- 
ness there are neither uniform practices with respect to cash dis- 
counts nor uniform rates, and it is absurd to assume that any 
governing market prices are based on so-called cash prices. 
Finally, the whole statement is based on a false premise, namely, 
the assumption that the receipt of the net price within the dis- 
count period makes the transaction a cash sale. Inasmuch as the 
discount period varies in different classes of business from ten to 
thirty days, an acceptance of this theory would involve a some- 
what radical change in the usual conception of a cash sale. 

The second statement assumes that the discount, or rather the 
two-dollar surcharge, is a definitely determined charge for services 
rendered, and the third statement weakens the whole argument 
with the admission that the average business man does not know 
why he charges any particular rate. In fact, no relationship 
exists between this surcharge and any of the services for which it 
is claimed that the charge is made. Any business man, or any 
accountant or economist for that matter, would be sorely puzzled 
as to how to effect any logical reconciliation between the two. 
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There are many inconsistencies and obstacles in the way of ac- 
cepting this surcharge theory. For instance, it is difficult to 
follow the implied consequence that a fixed percentage of a fluctu- 
ating gross price will accurately determine the real price and at the 
same time a consistent amount of surcharge for these additional 
services, whatever they may be, with the further necessary con- 
sequence that the net price and the surcharge amount remain in 
the same ratio throughout all the fluctuations of gross prices. 
Following this to a logical conclusion, in the event of increasing 
gross prices with probably an increased profit for the vendor and 
no increase in the cost of services rendered for which the sur- 
charge is made and very likely a decrease in the ratio of such 
costs to gross sales, how can an increased surcharge to the vendor 
be justified ? 

Many vendors do not make cash discount offers; nevertheless 
they do sell on terms of thirty days, sixty days, etc. If we are to 
accept the surcharge theory, the very reasons, which it is argued 
impel the vendor who sells for cash if received within the discount 
period to add a surcharge for extended credit, apply with equal 
if not more force to the vendor who extends considerable credit 
but permits no discounts to be taken. So we might be led 
momentarily to the conclusion, if we accept the validity of the 
surcharge theory, that every vendor, no matter what his terms 
may be, calculates his net price first and then adds a surcharge 
for other services to reimburse himself if payment is not received 
within the discount period. Of course, this is true neither in 
practice nor in theory. The rate of discount is a constant factor 
but the amount of discounts is a constantly fluctuating figure 
bearing no relationship to the services conceived to be rendered 
therefor. 

The amount of the surcharge has been variously termed as, or 
compared with, interest, vendor’s charge for risk-taking, credit 
insurance, bookkeeping, etc. Sometimes it is claimed that 
several of these elements are characteristic of the surcharge. 

Those who oppose the idea that the amount of the surcharge 
resembles interest almost invariably advance as a reason for their 
opposition the fact that no business man would pay such a high 
rate for money as they conceive the annualized discount rate to 
be. For instance, the terms 2%/10 days—net 60 days are said 
to represent a rate of approximately 72 per cent. per annum, pre- 
sumably because two per cent. for ten days is about equivalent to 
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72 per cent.a year. The reasoning is faulty. If the vendee does 
not pay within ten days, he is then entitled to delay payment for 
sixty days but loses the discount privilege which is equivalent to 
saying that he must pay a two per cent. surcharge (exactly 
.0203+). Therefore, he retains the use of the money for 60 
days and the vendor loses it for the same period. This is 
equivalent to an annual rate of about 12 per cent. On the 
other hand, if the vendee settles within ten days he loses the 
use of the money for fifty days and the vendor gains it for at 
least the same period, making the annual rate equivalent to 
about 14 per cent. 

The fact that any attempt to annualize the discount rate usually 

results in a rate greater than that ordinarily thought of as a normal 
or legal interest rate is not the chief objection to assuming dis- 
*ount rates to be interest rates, even though the annualized dis- 
count rate were exactly equal to the normal or usual interest rate. 
Interest is the price or rate per centum per unit of time that is paid 
for the use of money. So far as discounts are concerned, how- 
ever, the element of time is indefinite. If terms are quoted as 
2%/10 days—net 60 days, the two per cent. discount results in a 
flat gain if paid within ten days, otherwise it must be paid re- 
gardless of whether the vendee settles in 30, 60, or 90 days. Now, 
if payment is not received in ten days, the assumption that the 
surcharge at the rate of two per cent. is interest whether for 30, 
60, or 90 days does not meet one of the cardinal requirements of 
the interest concept. 

The idea that the amount of the surcharge is a charge for risk- 
taking or for credit insurance is not very appealing. Why a 
particular vendee who does not take the discount, but in fact does 
pay his bills within thirty or sixty days—and this may happen 
time after time in the case of some particular vendees—should be 
penalized by an additional charge, because the vendor has assumed 
a risk which continues to be good and justified, is not at all clear. 
And if a credit risk turns out to be bad, how the addition of this 
surcharge to a net price which is already uncollectible helps 
matters is also not quite clear. However, it is argued, the point 
is that collections are speeded up by granting the allowance, or 
foregoing the surcharge, if bills are paid within the discount 
period, thereby reducing the number and amount of risks. But 
the majority of vendees who are able to and do discount their bills 
regularly are usually the ones who are in a sound financial 
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condition, while those of precarious financial health probably 
would not discount their bills no matter what the inducements 
offered might be. So those whom we try to reach with this 
bait will not be tempted. 

Gross sales prices are assumed to provide for all costs and ex- 
penses incident to carrying on in every business, and any risks 
entailed in the granting of credit should be, and usually are, 
covered by a reserve for bad debts. 

Another interpretation of the surcharge theory is to the effect 
that the charge is for the work and services rendered by the ac- 
counting and credit departments. Of course, it would hardly be 
claimed by the most enthusiastic exponent of this idea that the 
work of bookkeeping and checking of credits applies only to 
accounts in the case of which offered discounts are allowed to 
lapse. If all the customers of a vendor who made provision for 
the recovery of these expenses by this method discounted their 
bills it would seem as though there might be no revenue to cover 
the expenses of these departments, which would continue to 
function in any event. Nor does there appear to be any merit in 
the necessary consequence that the charge for such service should 
be ten times as great in a sale of $250 as that in a sale of $25. 
Such claims are quite fantastic. 

It is contended by those opposing the allowance theory that 
there are vital objections to it which necessitate a revision of the 
usual conceptions regarding cash discounts, as well as a change in 
their practical treatment. To meet such objections it is necessary 
to differentiate between purchase and sales discounts, or their 
complements regarded as surcharges, although it is not consistent 
nor in accord with fundamental principles. 

The usual objections are that the practical application of the 
allowance theory overstates inventories; that the gross price is a 
fictitious figure while the net price only is of importance; that it 
results in recording savings which have no place in accounting 
records, and that it does not reflect the sum lost by neglecting to 
take advantage of the discount privilege, or rather the sum of the 
surcharges paid. 

One of the most difficult problems confronting the auditor is 
found in the endeavor to arrive at sound conclusions respecting 
inventory valuations. Here, if anywhere, the accountant is called 
upon to exercise his most discriminating judgment. Without 
touching upon questions involving such intricate valuations as 
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those relating to materials subject to obsolescence, to special 
materials acquired for particular purposes, or to materials the 
market price of which is subject to erratic fluctuations, it is diffi- 
cult enough to value sound materials currently used. In the 
latter case the valuation principle of cost or market, whichever is 
lower, is generally applicable. If the surcharge theory is pre- 
ferred, all materials purchased will be recorded at net prices and 
the inventory must be valued similarly; if the allowance theory is 
accepted gross prices will be used in both instances. 

It must be remembered that it is just at the point of valuing 
inventories that every business comes into contact with the gen- 
eral productive field for the important factor of price determina- 
tion for its own inventories, and there seems to be no justification 
for presuming that any special advantages or disadvantages at- 
tached to past purchases are also inherent possibilities relative to 
market prices or conditions of the replacement market as of the 
inventory date. It is a well established fact that market prices 
are quoted gross and that by and large in the entire commercial 
world such gross prices are the recognized values in exchange. 
Whether vendors offer discount privileges or not, and whether 
vendees are able to avail themselves of the discount privilege or 
not, such recognized values must be considered the ultimate 
standard of reference in the valuation problem. Cognizance must 
also be taken of the fact that in so far as costs play any part in 
determining prices, such costs must be based on gross prices and 
not on net prices. While in actual business practice the free play 
of economic laws is hampered and restricted, ordinary business 
conditions do tend toward the operation of economic laws, and it 
is evident in these circumstances, and to the extent to which 
economic laws impinge their influence upon every-day tran- 
sactions, that prices will tend to be determined by the mar- 
ginal producer. This producer operates under the most dis- 
advantageous conditions, yet his product is necessary to supply 
the demand. It is safe and conservative to assume that he 
will not discount his bills, and that his merchandising cost will 
be based upon gross prices, as he will not recognize the so- 
called surcharge as anything other than a prime cost. In fact it 
might be a somewhat serious undertaking not to do so. It 
appears, therefore, that values in exchange are continually 
tending toward gross prices, and in view of these conditions it is 
not illogical to recommend the use of gross prices wherever 
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market prices must be used for inventory valuations. With 
all due regard for conservatism, the gross market prices are, 
after all, the best criterion of value when consideration is given 
to all of the varying conditions of business operations. And as 
a corollary to the foregoing, producers who are able to command 
sufficient resources to enable them to discount all or a part of 
their bills receive a definite advantage which takes the form of 
income. 

Perhaps something ought to be said concerning the validity of 
the allowance theory in such cases where discount rates are higher 
than two per cent.—say five percent. or seven per cent. Ithas been 
contended that as the discount rate increases it reaches a point 
where it suffers a transformation and assumes the nature of a 
trade discount. The first difficulty encountered in any attempt 
to support that idea is the impossibility of fixing that point with 
any degree of certainty. If all conditions surrounding cash dis- 
counts remain constant, with the one exception that the rate be 
increased from two per cent. to four per cent., what logical reasoning 
will sustain a differentiation between cash discounts and trade 
discounts within those limits? Any change in those limits of the 
range of cash discounts leaves the same insurmountable obstacle. 
The second objection lies in the fundamental difference between 
the nature of a cash discount and a trade discount. A true cash 
discount is an allowance from the gross price for payment within 
a specified period, while a trade discount is a varying equalization 
factor applicable to more or less stable list prices to obtain current 
gross prices. So long as the stated discount terms, irrespective of 
rates, are enforced, i. e. an actual allowance is made for payment 
within the discount period or collection of the gross price after 
the discount period has elapsed, a true cash discount must be 
understood to obtain. 

We are not concerned here with a justification for the practice 
of offering cash discounts, neither is it germane to the discussion 
to inquire why particular rates prevail, nor to determine any or all 
of the causes for the great variance in rates and other terms. 
But it is important to indicate, in a general way, that the existence 
of high discount rates does riot vitiate the general principles of the 
allowance theory. The reason usually advanced for the assump- 
tion that high-rate discounts are not strictly cash discounts is 
that no business man would pay such a high rate for the use of 
money. Now that implies at least a subconscious tendency to 
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evaluate cash discounts on the same basis as interest, which, as 
has been shown heretofore, is not strictly correct. However, 
grant for a moment that no business man would pay so much for 
money. It is then pertinent to ask, what does he pay for, where 
say an eight per cent. cash discount is offered which he does not 
or can not accept? Every argument which has been advanced 
against the surcharge theory gains in weight and force when 
applied to high-rate discounts. 

From the vendee’s point of view, the gross price as an entity, 
without any attempt to examine its inseparable elements, in- 
dicates to him what he must expect to pay for any desired goods, 
but he will avail himself of the most advantageous terms offered, 
everything else being equal. His position is more or less a passive 
one in the process of fixing cash discount rates and terms. Ven- 
dors are the prime movers in this process, and every vendor, to a 
greater or less degree, makes his estimates of the entire situation 
with respect to his operations in the light of his general com- 
prehension of fundamental business relationships together with an 
analysis of the problems peculiar to his own business. Certainly 
he understands the relation between a rapid turnover of his ac- 
counts and inventories and gross profits and the advantages of 
increasing his volume of sales in this manner rather than by 
borrowing capital, which has its limitations. Rates, therefore, 
will depend upon how highly this turnover is valued, upon the 
percentage of gross profit earned in each turnover, and also upon 
the condition that the inducement to vendees to liquidate their 
liabilities must be attractive to become effective. The latter 
will probably always require an offering of a greater sum than that 
based upon current interest rates prevailing in particular indus- 
tries, as well as in different localities. There is, therefore, no in- 
consistency in assuming that discounts at high rates are cash dis- 
counts, because the allowance will be commensurate with the 
advantages to be gained. From the surcharze point of view, no 
charge of six, eight, or ten per cent. will ever measure the dis- 
advantages attendant upon, or compensate the vendor for, a re- 
tardation of turnover, while the allowance theory does definitely 
indicate to the vendor how much it has cost him to obtain the ad- 
vantages of the quicker turnover, with all its implied benefits, to 
the extent that vendees do make the effort to discount their bills. 

Finally, the argument that the important thing for the vendee 
to know is the amount of discounts lost, and that a revision of ac- 
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counting procedures is essential for their determination, is not a 
sound reason for evolving a new theory. It must be confessed 
that knowing either one of the factors, i. e. discounts taken or 
discounts neglected, without knowing the other does not furnish 
sufficient information upon which to base conclusions. Only by 
making comparisons between total discounts offered, accepted 
and neglected can any definite conclusions be reached as to the 
efficiency with which this phase of the business is being admin- 
istered. Certainly this information can be readily obtained with- 
out the help of anew theory. From the practical point of view, 
there is nothing in favor of the surcharge theory, as its applica- 
tion entails additional work in every instance. 

Undoubtedly in many instances the granting of cash discounts 
is forced upon the vendors by trade practices and the methods of 
competitors. Otherwise it is a useful expedient to induce vendees 
to liquidate their liabilities and so enables the vendors to increase 
their rate of turnover which is one road to increased profits, the 
goal of every progressive concern. Expenses are entailed in every 
effort to promote and stimulate business, and so the cash dis- 
counts which are allowed by the vendors precisely in line with 
such endeavors are definite expenses to them. 
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By J. A. BouLay 


During many years past articles in periodicals and chapters in 
books have been written on the subject of accounting methods for 
fraternal beneficiary societies. Although much more of this 
literature has been produced in England than in this country, a 
fair amount of it has been published in America. In view of this 
fact it would seem that in offering an article at this time, some 
reason should be given for doing so. In what follows I hope to 
present some points on the subject which will be of value to those 
interested in accounting for such organizations as are here under 
consideration. 


CHARACTER OF ORGANIZATION 


There are in the United States numbers of organizations which 
are composed of local units, variously termed chapters, councils, 
lodges, camps, etc., with a central organization exercising certain 
supervisory and administrative functions. Usually the local 
units receive membership dues from all their members and act as 
the representatives of the parent organization in collecting 
assessments for special benefits, such as death benefits or life 
insurance, from members belonging to the corresponding classes 
of membership. Income is derived from initiation fees, the sale 
of insignia and other incidentals and from the production of 
plays, festivals or other affairs of similar character, in addition 
to dues and assessments. 

We are dealing with a society as such, and it is assumed that 
club features are absent. The organization exists for the benefit 
of its members, and it participates in civic and social affairs. Its 
expenditures will, of course, reflect its activities. 

Local units usually pay some part of the membership dues 
which they receive to the central organization in the form of a 
tax based on membership or a levy determined in some other 
manner. Officers of such organizations are designated by various 
official titles, each organization differing from others in one or 
more of these. However, these titles do not affect the require- 
ments for a system of accounts. This then, in a general way, is 
the sort of organization for which it is proposed to suggest a 
suitable plan of accounting. 
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GENERAL PLAN 


There appears to be no occasion for presenting all the details 
involved in designing, installing and operating such a system 
here nor to go far into description of the conduct of business by 
the type of organization for which it is intended. Hence this 
article will be confined, for the most part, to those matters which 
are treated somewhat differently from what is usually found in 
the offices of such organizations. The system is designed to 
permit the preparation of statements on either the basis of cash 
receipts and disbursements, the accrual basis, or both, without 
difficulty. Provision is made for two major classes of member- 
ship: one which pays dues and perhaps occasional special levies 
for specific purposes; the other which pays all that the first does 
and in addition is assessed regularly for death or similar benefits. 
A separate group of accounts is carried in the general ledger for 
each of these two groups, and as many more sections for other 
funds can be provided as conditions demand, although special 
funds of small amount will ordinarily be handled through one 
special account each in one of the major divisions of the ledger. 
It is hardly necessary to add that the system may and should be 
varied to fit particular needs without destroying its essential 
character. The system of accounts as here discussed is intended 
for local units having a total membership of five hundred or more. 


CHART OF ACCOUNTS 
The chart of accounts will consist of as many sections as there 
are major fund groups to be separately handled, the balance- 
sheet accounts being on a plan somewhat as follows: 
General fund: 
Cash accounts 
Special funds 
Due from members: 
Dues 
Special 
Sundry accounts receivable 
Loans receivable 
Investments 
Equipment 
Prepaid expenses 


Accounts payable 
Notes payable 
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Accrued expenses 
Reserves 

Inter-fund accounts 
Surplus 


Insurance fund: 
Cash accounts 
Due from members—assessments 


Accounts payable 
Accrued liabilities 
Inter-fund accounts 
Surplus 


Any other special funds: 
Cash accounts 
Accounts receivable 


Accounts payable 
Accrued expenses 
Inter-fund accounts 
Surplus 

Income accounts should be so classified as to show each class 
of income from members and at the same time to segregate as a 
group all income from members. Items of income not strictly 
applicable to the current period may be segregated under appro- 
priate accounts such as “recoveries” with suitable sub-ac- 
counts. Income from special activities may be recorded in the 
income section in as many accounts as are required. 

In classifying expenses it is well to group the accounts in 
accordance with some logical general plan. For instance, pay- 
ments made to the central organization may form the first group, 
office expenses the second, society activities the third and external 
affairs next. Bad accounts may follow with appropriate sub- 
divisions. 

BOOKS OF ACCOUNT 

Books of account in use in the system of accounting under 

discussion consist of the following: 
General ledger 
Membership journal—charges 
Membership journal—credits 
Membership ledger—associate 
Membership ledger—insurance 
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Combined receipt book and auxiliary record of cash receipts 
Record of cash receipts 

Purchase order 

Record of cash disbursements 

As reference is later made to these forms and their use, they 
will be described fully. 

It is usually found impractical to record on the membership 
ledger all the information concerning individual members which 
it is desired to have in readily available form, hence it may be 
found advisable to keep such records on what may be called 
history cards, filed in the same order as membership ledger cards. 


APPLICATIONS FOR MEMBERSHIP 
As applications for membership are received they are investi- 
gated and passed upon by the investigating body and then voted 
upon by the organization as a whole or a prescribed division. 
The application itself shows the class of membership sought. 
A part or all of the initiation fee may accompany the application. 
At the appointed time the applicants are initiated and their 
names entered upon the records. In the case of insurance mem- 
bers a medical examination will have been made in the interval 
between the receipt of the application and the initiation of the 
applicant. 
As the next step the history card may be filled in, the informa- 
tion shown being somewhat as follows: 
Proposed by 
Date elected 
Date each degree was taken 
Transferred from or to other designated unit 
Transferred from or to other class of membership 
Suspended and the reasons therefor 
Withdrew 
Reinstated 
Information for insurance purposes 
Military service 
Offices held 
It will be apparent that all details are not given in the above 
description, but it affords a general idea of what may be required. 


ACCUMULATING CHARGES TO MEMBERS 


When the history cards have been completed the names of 
members admitted at a particular time or during a certain period 
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are entered on the membership journal with an addressograph, 
the addresses being omitted to save space, although the plates 
contain them. 

The ‘‘membership journal—charges” is printed on whiie 
paper and contains at the top: Sheet No., year, quarter, month, 
posted by, totaled by. Columns are provided with the following 
headings: 


Name 
Date 
Dues 
Assessments 
Special : 
Initiation fees 
(Blank) 
Sundry: 
Memo. 
Amount 


This form is used for recording and accumulating charges to 
members only. A form of similar design but of different color is 
used for entering all non-cash credits to members. 

At the beginning of each quarter or other period all members’ 
names are printed on the charge journal with the addressing 
machine. The sheets are then placed in a listing machine, dues 
are first printed and totaled by pages; next the other columns 
are printed and totaled. A recapitulation is made on a separate 
sheet. Sheets may be kept in pen and ink during periods when 
entries are few, as distinguished from the beginning of an ac- 
counting period. All non-cash credits to members are entered 
on the ‘“‘membership journal—credits’’ which differs from the 
other only in color and the substitution of the word ‘‘credits”’ 
for ‘“‘charges’’. 

MEMBERSHIP LEDGER 


A card 934 inches by 71% inches is used for membership- 
ledger purposes. Associate members’ cards are buff colored and 
are notched at the top and bottom so that insurance members’ 
cards which are salmon colored can be seen without removing 
any of the cards. This is done because the insurance member- 
ship is ordinarily only a fraction of associate membership. The 
top of the card on one side is the bottom on the other, both sides 
being ruled and printed. 
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Associate members’ cards are arranged as follows: at the upper 
left-hand section is a space for the name and address of the mem- 
ber which may be printed with an addressograph if desired; the 
upper right-hand section is used for recording information which 
it is desired to have readily accessible at all times, such as: firm 
or business, residence address, business address, business tele- 
phone, residence telephone, occupation, etc.; the lower portion 
of the card is provided with columns for bookkeeping entries. 
This lower portion is arranged as follows, from left to right: 

Charges: 
Date 
Charged to (this refers to the ending date of the period 
charged for) 
Dues 
Folio 
Memo. 
Special 
Credits: 
Date 
Paid to (similar to ‘“‘charged to’’, above) 
Folio 
Dues 
Memo. 
Special 
Balance: 
Dues 
Special 
Total 

Insurance members’ cards are like the associate members’ 
except as will now be explained. The upper right hand section 
contains the following form: 

Policy: 


Amount 
Beneficiary 
Address 
and at the right of this: 
Rates: 
Date 
Rate 
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Accrued expenses 
Reserves 

Inter-fund accounts 
Surplus 


Insurance fund: 
Cash accounts 
Due from members—assessments 


Accounts payable 
Accrued liabilities 
Inter-fund accounts 
Surplus 


Any other special funds: 
Cash accounts 
Accounts receivable 


Accounts payable 
Accrued expenses 
Inter-fund accounts 
Surplus 

Income accounts should be so classified as to show each class 
of income from members and at the same time to segregate as a 
group all income from members. Items of income not strictly 
applicable to the current period may be segregated under appro- 
priate accounts such as ‘“‘recoveries’’ with suitable sub-ac- 
counts. Income from special activities may be recorded in the 
income section in as many accounts as are required. 

In classifying expenses it is well to group the accounts in 
accordance with some logical general plan. For instance, pay- 
ments made to the central organization may form the first group, 
office expenses the second, society activities the third and external 
affairs next. Bad accounts may follow with appropriate sub- 
divisions. 

BOOKS OF ACCOUNT 
Books of account in use in the system of accounting under 
discussion consist of the following: 
General ledger 
Membership journal—charges 
Membership journal—credits 
Membership ledger—associate 
Membership ledger—insurance 
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Combined receipt book and auxiliary record of cash receipts 
Record of cash receipts 

Purchase order 

Record of cash disbursements 

As reference is later made to these forms and their use, they 
will be described fully. 

It is usually found impractical to record on the membership 
ledger all the information concerning individual members which 
it is desired to have in readily available form, hence it may be 
found advisable to keep such records on what may be called 
history cards, filed in the same order as membership ledger cards. 


APPLICATIONS FOR MEMBERSHIP 
As applications for membership are received they are investi- 
gated and passed upon by the investigating body and then voted 
upon by the organization as a whole or a prescribed division. 
The application itself shows the class of membership sought. 
A part or all of the initiation fee may accompany the application. 
At the appointed time the applicants are initiated and their 
names entered upon the records. In the case of insurance mem- 
bers a medical examination will have been made in the interval 
between the receipt of the application and the initiation of the 
applicant. 
As the next step the history card may be filled in, the informa- 
tion shown being somewhat as follows: 
Proposed by 
Date elected 
Date each degree was taken 
Transferred from or to other designated unit 
Transferred from or to other class of membership 
Suspended and the reasons therefor 
Withdrew 
Reinstated 
Information for insurance purposes 
Military service 
Offices held 
It will be apparent that all details are not given in the above 
description, but it affords a general idea of what may be required. 


ACCUMULATING CHARGES TO MEMBERS 
When the history cards have been completed the names of 
members admitted at a particular time or during a certain period 
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are entered on the membership journal with an addressograph, 
the addresses being omitted to save space, although the plates 
contain them. 

The ‘‘membership journal—charges” is printed on white 
paper and contains at the top: Sheet No., year, quarter, month, 
posted by, totaled by. Columns are provided with the following 
headings: 


Name 
Date 
Dues 
Assessments 
Special : 
Initiation fees 
(Blank) 
Sundry: 
Memo. 
Amount 


This form is used for recording and accumulating charges to 
members only. A form of similar design but of different color is 
used for entering all non-cash credits to members. 

At the beginning of each quarter or other period all members’ 
names are printed on the charge journal with the addressing 
machine. The sheets are then placed in a listing machine, dues 
are first printed and totaled by pages; next the other columns 
are printed and totaled. A recapitulation is made on a separate 
sheet. Sheets may be kept in pen and ink during periods when 
entries are few, as distinguished from the beginning of an ac- 
counting period. All non-cash credits to members are entered 
on the ‘‘membership journal—credits” which differs from the 
other only in color and the substitution of the word “credits” 
for “‘charges’’. 

MEMBERSHIP LEDGER 


A card 934 inches by 7% inches is used for membership- 
ledger purposes. Associate members’ cards are buff colored and 
are notched at the top and bottom so that insurance members’ 
cards which are salmon colored can be seen without removing 
any of the cards. This is done because the insurance member- 
ship is ordinarily only a fraction of associate membership. The 
top of the card on one side is the bottom on the other, both sides 
being ruled and printed. 
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Associate members’ cards are arranged as follows: at the upper 
left-hand section is a space for the name and address of the mem- 
ber which may be printed with an addressograph if desired; the 
upper right-hand section is used for recording information which 
it is desired to have readily accessible at all times, such as: firm 
or business, residence address, business address, business tele- 
phone, residence telephone, occupation, etc.; the lower portion 
of the card is provided with columns for bookkeeping entries. 
This lower portion is arranged as follows, from left to right: 

Charges: 
Date 
Charged to (this refers to the ending date of the period 
charged for) 
Dues 
Folio 
Memo. 
Special 
Credits: 
Date 
Paid to (similar to ‘charged to”’, above) 
Folio 
Dues 
Memo. 
Special 
Balance: 
Dues 
Special 
Total 

Insurance members’ cards are like the associate members’ 
except as will now be explained. The upper right hand section 
contains the following form: 

Policy: 
No. 
Date 
Amount 
Beneficiary 
Address 
and at the right of this: 
Rates: 
Date 


Rate 
177 


The Journal of Accountancy 


Information concerning occupation, etc., is spread across the 
card between the two upper sections and the money columns. 
Columns provided on the insurance card are from left to right: 
Charges: 
Date 
Dues 
Assessments 
Folio 
Memo. 
Special 
Credits: 
Date 
Folio 
Dues 
Assessments 
Memo. 
Special 
Balance: 
Dues 
Assessments 
Special total 
It has been found convenient to file all membership ledger 
cards in alphabetical order in a tray desk without regard to 
classes of membership. 
POSTING FROM MEMBERSHIP JOURNALS 
Non-cash charges and credits are posted from the membership 
journals to the membership-ledger cards. At the close of each 
accounting period, column totals are posted from the recapitula- 
tion sheets to the appropriate general ledger accounts and the 
sheets filed in a binder. 
CASH RECEIPTS 
As has been previously indicated a combined receipt issued to 
members paying and an auxiliary cash-receipts book is used. 
These are printed eight to a page and bound. Perforations are 
made to divide the original receipts which contain spaces for 
amounts arranged as follows: 
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On the duplicate the amounts fit into columns headed: dues, 
assessments, special, total. Each binder is labeled to show: 
book no., receipts no., period. Duplicate receipt pages are 
print numbered in red in a small square. 

Postings are made to the credit of members on the membership- 
ledger cards from these duplicate receipts, and at suitable in- 
tervals totals are entered in the record of cash receipts. 

The record of cash receipts is a double-page form containing 
the following columns from left to right: 

Deposits: 
Date 
General fund 
Insurance fund 
Other funds: 
Fund 
Amount 
Cash: 
General fund 
Insurance fund 
Other funds: 
Fund 
Amount 
Date 
Name 
Explanation 
Reference 
Total 
Members: 
Dues 
Assessments 
Special : 
Memo. 
Amount 
(Special columns) 
General: 
Account 
Amount 


Cash receipts from miscellaneous sources are transferred in 
total from subsidiary records or entered direct into the record of 
cash receipts. At the close of each accounting period totals of 
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special columns and individual items from general columns are 
posted to the proper general ledger accounts. 


CASH DISBURSEMENTS 


The use of triplicate purchase order forms is recommended. 
It makes for regularity and facilitates correct distribution of 
charges and auditing. 

Columns provided on the record of cash disbursements are as 
follows from left to right: 


Memo. deposits: 
Date 
General fund 
Insurance fund 
Other funds: 
Fund 
Amount 
Checks: 
Number 
General fund 
Insurance fund 
Other funds: 
Fund 
Amount 
Date 
Name 
Explanation 
General: 
Amount 
Amount 
Members: 
Memo. 
Amount 
Expenses 
(Columns as required) 
This, like the record of cash receipts, is a double-page form. 
Refunds and other payments requiring posting to members’ 
accounts are posted direct from this record and a summary of 
these items is made periodically for posting to the membership 
controlling accounts in the general ledger. Totals from special 
columns are posted to the general ledger accounts indicated, at 
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the close of each accounting period, and individual items are 
posted to the general ledger from general columns. 


GENERAL JOURNAL 


An ordinary journal will serve the purpose, since it is used 
only for recording unpaid bills and deferred and accrued items 
and for closing the books at the end of each fiscal period. 

All adjustments involving cash receipts are made in the record 
of cash receipts and all those involving cash disbursements are 
made in the record of cash disbursements. Posting references 
in the general ledger to books of original entry are as follows: 
membership journals, M.; cash receipts, R. or C. R.; cash dis- 
bursements, D. or C. D., and general journal, J. It follows that 
the source of a general-ledger entry and its character as cash or 
non-cash can be readily seen from the posting reference appearing 
opposite the item. With this arrangement it is a comparatively 
simple matter, as has been found in actual practice, to prepare 
periodical statements on either the cash-receipts-and-disburse- 
ments basis or the accrual basis or both. 


FINANCIAL STATEMENTS 


Financial reports to the central organization may be prepared 
on either the cash-receipts-and-disbursements basis or the accrual 
basis from the general ledger. Balance-sheets and statements 
of income and expenses are prepared by funds. If inter-fund 
balances are retained in the accounts at closing time, financial 
statements may be in the following form as to headings -for 
parallel columns: 


Total all funds 

Inter-fund eliminations 
General fund 

Insurance fund 

Any other funds maintained 


If inter-fund balances are closed into surplus accounts at closing 
dates, the column for inter-fund eliminations is not needed. In 
that case the analyses of surplus accounts will show what inter- 
fund balances have been closed into surplus. Contingent and 
other minor funds should be merged into the general or some 
other major fund in income and expense accounts and in state- 
ments of income and expenses. Cash or other assets remaining 
in such minor funds at the close of each period will appear in the 
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general ledger and can be stated accordingly in the balance-sheet. 
Schedules supporting balance-sheet items and income and 
expense items should conform to the arrangement in the principal 
statements to which they relate. 


SUMMARY 


Statistical records and special analyses should not ordinarily 
be incorporated in the books of account but kept in other suitable 
form. 

In devising and installing systems of accounts for organizations 
of this type, it is, of course, necessary to conform to by-law re- 
quirements. In some cases these will be found unwieldy, but 
ordinarily sufficient latitude exists to permit essentially proper 
accounting. 

Some of the advantages claimed for the plan of accounting 
explained above may be mentioned, although it is believed that, 
for the most part at least, they are already recognized. A 
method of controlling members’ accounts with a minimum of 
time, effort and chance of error is explained; a method of record- 
ing cash receipts with less work than is usually involved is 
presented. Provision is made for what may be termed horizontal 
as well as vertical control of members’ accounts, so that the 
general ledger shows at a glance the status of members’ accounts 
in the aggregate as to each class of obligations, while the individ- 
ual ledger cards always contain the same information regarding 
individual members. Comprehensive statements of members’ 
accounts can be prepared from these records in minimum time 
with assured accuracy. The system affords a means of pre- 
paring financial statements on either or both the cash-receipts- 
and-disbursements basis or the accrual basis, from the same 
general ledger. 

In the matter of auditing it is evident that much time is saved 
where books have been kept in accordance with the above plan 
as compared with what is frequently found in organizations of 
the kind here considered. 

It is hardly necessary to add that the details of such a system 
can be varied to suit the requirements of each case, while pre- 
serving its essential features which might be uniform for an 
entire organization. Some such organizations have uniform 
systems of accounting, which is undoubtedly as it should be. 
It is also true that some of the systems in use are antiquated. 
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Uniform System of Accounts for Hotels 
By W. J. ForsTER 


In the days when the hotel was a small roadside inn there was 
little need for a complicated accounting system. The innkeeper 
probably had no knowledge of bookkeeping and even though he 
had he would have found very little use for it. He was able to 
count the returns from his business and considered that to be 
sufficient. With the development of the inn into the hotel the 
owner found it necessary to make financial records of some kind 
showing his standing with those with whom he transacted business. 
There were no precedents for him to go by and so it wasnecessary 
for him to develop his records as best he could in order that they 
might show what he wished to know. 

As time went on, the hotel business increased to such an extent 
that in the larger places it was no longer possible for one man to 
keep his records and manage the hotel at the same time. The 
financial work was, therefore, delegated to another and the posi- 
tion of the hotel accountant was originated. In time those who 
were given this work came to have a fair knowledge of what was 
necessary in order that proper records of the business transacted 
could be presented to the manager. However, because these 
accountants or bookkeepers had to devise their own methods, 
applicable to their particular needs, every system in use differed 
to a considerable extent. As the business grew the system was 
expanded along some line considered suitable to care for the 
increase in business. Like Topsy, hotel accounting just grew. 

It is realized that nearly every hotel had, and still has to some 
extent, problems which differed in some degree with those occur- 
ring in other hotels. Every accountant had his own ideas as to 
how these problems should be overcome. The result of this is 
still to be seen, as even now there are few hotels using systems 
which are similar in more than a few details. 

Because of the many and varied systems in.use it has been very 
difficult to make proper comparisons between hotels. Without 
some standard basis of accounts there is no means of arriving at 
figures which may mean the same in one place as in another. In 
order to compare the profit of one hotel with the profit of another 
the same methods must be used to arrive at that profit. Since 
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the greater number of hotels now are accustomed to calling in 
public accountants to audit their accounts and to answer many of 
their more difficult problems, the diversified systems are being 
brought further out into the light. 

A great many industries have advanced far in accounting with 
the result that many standardized systems are now in use in this 
country. It was but natural, therefore, that the hotel industry, 
reported the fourth in rank among the industries of the United 
States, should wish to adopt a uniform system of accounts. 
Hotel owners had come to realize that a great variety of systems 
was not an ideal situation. Since the city of New York is the 
largest center of hotels in the world, the most earnest discussion of 
this problem took place at meetings of the Hotel Association of 
New York City. From these discussions came the realization 
that an answer was the development of a uniform system of 
accounts for hotels. 

With this idea in view, a committee of leading proprietors of 
both large and small hotels was appointed to draft plans for such 
asystem. Accountants with the broadest experience in the hotel 
business were chosen to devise a system suitable for any hotel, 
regardless of its size. Every detail which went into the system 
was adopted only after a very thorough discussion by the account- 
ants of the committee. Only time-proven practical methods 
were considered and permitted to be included in the system. 
After months of work and study the result is now being released 
for the benefit of hotel owners throughout the country. Such has 
been the interest aroused that already more than a score of the 
leading hotels have adopted the system and early announcements 
of its coming have brought inquiries from all over the country. 

The system aims, as stated in the foreword of the published 
manual, to bring hotels into line with the modern conceptions of 
standardization; to bring about better business methods and 
practices and better feeling and greater goodwill throughout the 
industry, and to help give the industry the prestige and impor- 
tance to which it is entitled. 

The system itself consists of a manual defining and explaining 
the preparation of standard financial statements and schedules of 
the various operating units of a hotel, producing and nonproduc- 
ing. There is a completely analyzed payroll which is designed to 
include every probable position in a hotel. Every item appearing 
in the statements is thoroughly defined, and the method of charg- 
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ing explained. The system as a whole has been made very com- 
plete and yet as simple as possible, in order that it may be applied 
to a hotel of any size without causing serious inconvenience. 

The manual is not a textbook on hotel bookkeeping; it is 
intended rather to show how a hotel’s financial statements should 
be presented. In order to do this it is necessary that income and 
expenses be uniformly classified. The mechanical means of 
accomplishing this is left to the discretion of the hotel itself. 
Most hotels, even with their present system of bookkeeping, could 
with very little effort analyze their accounts so as to fill in the 
data required by these statements. 

Primarily the system is based on a thorough departmentali- 
zation of the hotel. For instance, all income derived from the 
rental of rooms is credited to the rooms department. Likewise, 
all expenses related to that department and affecting no other part 
of the hotel are regarded as a charge to the rooms department. 
Each department of the hotel has its own profit-and-loss statement 
and these statements are finally combined in the general statement 
of income and profit and loss, which is shown in exhibit 1. 


Exhibit 1 
Statement of Income and Profit and Loss 


Increase or Increase or 
Total decrease* Total decrease * 
current same month year total pre- 
month previous todate vious year 
year 
Major Operated Depart- 
ments: 
Net sales: 
Rooms, scheduleA... $ $ $ $ 
Food, schedule B.... 
Beverages, schedule C 
Expenses: 
Rooms, schedule A. . . 
Food, schedule B .... 
Beverages, schedule C 


Profit: 
Rooms, schedule A . . 
Food, schedule B.... 
Beverages, schedule C 
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Minor Operated Depart- 
ments: 

Net sales, schedules D-S 

Expenses, schedules D-S 

Profit, schedules D-S . . 


Other income: schedule 01 


Grossincome........... 


Deductions from gross in- 
come: 

General and unap- 
portioned expenses, 
schedule GE ....... 

Repairs, schedule RR 

Total deductions . . 


Capital expenses: 
Rent, taxes, interest, de- 
preciation, etc., sched- 


Net income............ 
Other additions or deduc- 
tions: 


Schedule OAD........ 


Balance tosurplus....... 
Surplus at beginning of 


Surplusatendof period .. $ $ $ $ 


The statement of income and profit and loss has been constructed 
upon the theory that the operation of a hotel consists essentially 
of two income-producing activities. These are the maintaining 
of sleeping rooms for guests and accommodations whereby the 
guests may be served with food and beverages. These are, there- 
fore, termed the major operated departments. Income derived 
from all other activities, such as telephone, valet, porters, news- 
stand, etc., are grouped into minor operated departments. 
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As previously suggested each department has its own profit- 
and-loss statement supporting the items shown on the general 
statement of income and profit and loss. An example of this is the 
rooms department given in schedule A. 


Rooms 


Schedule A 
For the month of ——, 192- 


Percentages Description Amounts 


100% 100% Total net sales.......... a $ 


% % Departmental expenses: ‘ 
SW-A Salaries and wages... .. $ $ 
DE-0 Employees’ meals...... 
DE-2_ Gratis items........... 
DE-3 Printing and stationery 
DE-4_ Cleaning expense ...... 
DE-5 Cleaning blankets. ..... 
DE-6 _ —_ Cleaning carpets and rugs 
DE-7 Cleaning curtains. ..... 
DE-10 Lost and damaged articles 
DE-14 Plants and decorations . . 
DE-15 China and glassware... . 
DE-99 Miscellaneous ........ 


The total sales, expenses and profits of the minor operated 
departments are summarized on separate schedules and the 
totals brought forward to support the items on the general state- 
ment. 

To the total departmental profits, consisting of both the major 
and minor groups, is added other income which includes rental of 
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stores and booths, taxicab and other commissions, concessions, 
etc., giving the gross income for the financial period. From this 
gross income are then deducted those expenses which successfully 
resist apportionment to operating departments without incurring 
expense far out of proportion to the benefits derived. This group 
of expenses was the cause of the greatest difficulty to the commit- 
tee of accountants. For years hotels have attempted to apportion 
this overhead and, in the opinion of the committee, not one had 
done so successfully. The unanimous opinion was that the total 
of the expenses shown in schedule GE should be deducted after 
the determination of the gross income. 


GENERAL AND UNAPPORTIONED EXPENSES 


Schedule GE 
For the month of ——, 192- 
Percentages Description Amounts 
Last This This Last 
year year year year 


% % HLP Heat, light, power and re- 
frigeration (from HLP 
statement).......... $ $ 
SW-GE Salaries and wages ..... 
DE-0 Employees’ meals...... 
DE-3 Printing and stationery. . 
DE-13 Telautograph.......... 
DE-51 Executive office expense 
DE-52 Books, papers and maga- 


DE-53 Association and club 


DE-S4 
DE-55 Traveling expenses. .... 
DE-57 Advertising........... 
DE-58 Insurance—employer’s 
DE-60 Insurance—general..... 
DE-63 Accountants’ fees...... 
DE-64 Legal expense......... 
DE-66 Provision for bad debts. . 
DE-99 Miscellaneous......... 


100% 100% $ $ 


Since the executive is principally interested in comparisons of 
operating expenses of the departments (as the profits depend en- 
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tirely on the returns from the income-producing departments) 
the apportionment of these expenses would be of no appreciable 
benefit tohim. The problems to be overcome in making a correct 
distribution would be far more expensive than the results obtained 
would warrant. Comparisons as to the increases or decreases of 
these expenses can more readily be made by grouping them in 
their own respective statements than if they were hidden among 
the departmental statements; and availability of comparisons is 
one of the outstanding arguments for a uniform system. 

Another item shown in the general statement as a deduction 
from gross income is that of repairs. This is similar in nature to 
the expenses grouped under general and unapportioned expenses 
but because of the way in which it is handled it is given a state- 
ment by itself. The uniform system suggests the use of the re- 
serve system in treating repairs. A distribution is, therefore, 
accomplished so that the season having the larger income will 
bear the greater burden of the expense although the repairs may 
be made in the dull season. This is done by apportioning the 
charge over the months in the same ratio as the income of the 
months bears to the year’s income, using the past year as a basis. 
Another method suggested is to set aside in the reserve a percent- 
age of the current month’s major departments’ net sales. The 
actual expenditures are charged against the reserve and the bal- 
ance regarded as a balance-sheet item; if a credit, a reserve; if a 
debit, a deferred charge. 

After the deduction of general and unapportioned expenses 
and repairs, from the gross income on the general statement, the 
net result is termed house profit. It is from this item that deduc- 
tion is made of those expenses over which the management usually 
has no control, consisting of rent or taxes, licenses, building insur- 
ance, interest and other capital expenses, leaving the net profit 
(or loss) for the month (or year). 

Percentages play an important part in the uniform system of 
accounts for hotels. It has been found that a comparison of 
percentages is much more practical than any comparison of dollars 
and cents. It gives a definite basis on which the comparisons may 
be made, regardless of the size of the hotel. Consequently, every 
departmental statement presented by the uniform system is de- 
signed with columns to take percentages as well as money values. 

Statistics are also stressed, as they tend to show the true course 
of the business, in some instances even better than the monetary 
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amounts. The hotelkeeper is interested in the number of guests 
he accommodates, the number of rooms rented, the number of 
meals served and the daily average amount he receives from each. 
He also wishes to know the ratio of the payroll cost, general and 
unapportioned expenses, repairs and house profit to net sales, as 
well as the per cent. of gross profit, expenses and net profit of each 
department to departmental net sales. 

The balance-sheet has been standardized in the uniform system 
somewhat along the lines suggested by the federal reserve bank 
some years ago. It is believed that this presentation of the 
balance-sheet is the best so far developed for this particular 
industry. The balance-sheet, in summary form, is given in ex- 
hibit 2. (See pages 190-191.) 

The interest already aroused by the uniform system of accounts 
for hotels leads to the belief that its principles will be very gener- 
ally adopted by the accountants of the country. The benefit that 
will result is impossible to forecast at this time, but that it will be 
very great is undoubted. One of the important results of the work 
of the committee of accountants was the organization of the Hotel 
Accountants Association which, it is hoped, will be largely instru- 
mental in carrying on the work of the committee of accountants. 
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Warehouse Accounting and Auditing 
By EMANUEL SAXE 


In these days of high rentals and space shortages in the much- 
to-be-desired business and financial districts, an acute need has 
arisen among the firms that tenant such localities for a secure and 


permanent place to store their non-current records and books; > 


one that will be both reasonable in charge and readily accessible. 
Similarly, the exigencies of city dwelling in these days of crime 
waves render necessary (in the absence of the owner from his 
home) the security of an invulnerable storage place for valuable 
family plate, paintings, furnishings, etc., and the general use of 
private safe-deposit boxes in guaranteed vaults for the safekeep- 
ing of jewels, valuable papers, documents and securities. Answer- 
ing the call of these various needs, a multi-functioned warehouse 
business has developed with suitable accommodation for all such 
requirements. 

It is my purpose briefly to point out in this paper a system of 
accounting for such an organization and concurrently effective 
and yet simple methods of auditing their transactions. There 
are, of course, warehouses which specialize in one particular class 
of storage. For such businesses modifications of these methods 
to meet local conditions are necessary. 

From the auditor’s point of view, this type of business belongs 
to the chosen few, since with no unusual amount of work during 
interim audits, definitive statements (showing both the income 
and the position) can be issued monthly or after each periodic 
examination, if otherwise conducted. To accomplish this with 
respect to the verification of the income and profit-and-loss 
items the problem resolves itself into the following steps: 


1. Accounting for all income that should properly be included. 
2. Deferring such income as is not earned. 

3. Vouching all expenses. 

4. Accruing unpaid expenses and deferring prepaid charges. 


These steps will be discussed, seriatim. The issuance of the 
balance-sheet, is, of course, subject to the usual verifications and 
comments, and will not be discussed herein, since no extraordi- 
nary difficulties or peculiarities are presented. 
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GENERAL LEDGER ACCOUNTS 
The following scheme cf accounts has been found to be com- 
prehensive and suitable: 
General ledger accounts 
Income and profit-and-loss division 
Income: 
Rents: 
Commercial tenants department 
Safe-deposit box department 
Vault storage department 
Household-goods department 
Allowances: 
Rent allowances: 
The same departmentalization 
Payroll: 
The same departmentalization 
Direct expenses—commercial department: 
Advertising 
Insurance 
Depreciation of equipment 
Damage and loss 
Shelving material 
Repairs 
Locks 
Bad debts 
Stationery and printing 
Miscellaneous 
Direct expenses—Safe deposit department: 
The same headings 
Direct expenses—Vault storage department: 
The same headings 
Direct expenses—Household department: 
The same headings 
Expenses (apportioned) : 
1. On basis of departmental investments: 
Taxes 
Interest on mortgage 
Building insurance 
Building repairs and alterations 
Building miscellaneous expense 
Depreciation of building 
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2. On basis of departmental light, heat and power consumption: 


Coal 

Electricity 

Labor 

Repairs to plant 

Insurance on plant 

Supplies 

Miscellaneous expense 

3. On basis of departmental income: 
Donations 

Association dues and entertainment 
Pensions 

Stationery and printing—general 
Legal and accounting 
Insurance—general 

Depreciation of office fixtures 
Telephone and telegrams 

Postage 

Office expenses 

Bonuses and presents to employees 
Miscellaneous general expenses 


Other income: 


Interest and dividends received 


Income from accounts previously written off 


Miscellaneous income 


General ledger accounts 
Balance-sheet division 


Assets: 


Cash in banks 
Cash on hand 
Accounts receivable 
Notes receivable 
Warehouse property 
(a) Land 
(b) Buildings and improvements 
Less: Reserve for depreciation 
Equipment 
Less: Reserve for depreciation 
Deferred charges 
Etc., etc. 
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Liabilities: 
Accounts payable 
Prepayments for rentals 
Mortgages payable 
Accruals 

Capital: 
Usual capital accounts 


AUDITING THE INCOME AND PROFIT-AND-LOSS STATEMENT 
1. Accounting for the income: 


(a) Commercial tenants’ department. 

By far the greatest portion of the income earned by such a 
warehouse is derived from the leasing of its space to commercial 
tenants for the storage of their records and books. Each lease 
that is consummated is summarized briefly on a “calendar card” 
as follows: 


STORAGE CALENDAR CARD 


Lot No. 14573 RATE $480 per year Day May 1, 1926 
NaME James Jones, Inc. 

ADDRESS 123 Broadway, New York, N. Y. 

Room No. 4503 Brits Every 6 months First CHARGE ON Books $40-May 
RATE CHANGED 192 To By 

Licut No charge LuMBER @ Cost Lasor No charge 

TERM oF LEASE 5 Yrs. Expires April 30 1931 


REMARKS Lease Serial $1352 


These calendar cards are filed by date of the month (1-31) 
regardless of month or year and by lot numbers under each day. 
The leases are filed by expiration date and by lot numbers under 
each expiration date. Thus the calendar cards at any one time 
provide an inventory of space rented and the amount of income 
earned each month therefor. (Note that all charges are reduced 
to a monthly basis.) At the beginning of each accounting 
period, a columnar book with at least 12 columns is provided 
and appropriately headed with the names of the months. The 
explanation column of this record should show the name of the 
lessee and the lot number of his lease for purposes of identification. 

Each month the monthly rental charge as disclosed by the 
calendar cards is entered in this rent-income journal in the same 
sequence as the cards are filed, i.e., by day and then by lot num- 
ber under each day; care being taken to provide space under each 
day-group for new leases subsequently made. Thus, to exhibit 
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the changes that can occur, the record might appear as 
follows: 


Day Name Number January February March 
1. A. B. C. Corporation.... 12345 $45.13 $45.13 $45.13 
D. B. 23456 136.10 136.10 cancelled 
(or expired) 
H. I. J. Importing Co.... 34567 50.25 50.25 
45678 82.18 82.18 92.25 
Etc., etc. 


It will be observed that a summary of changes of status during 
the month (or period) under review can easily be prepared from 
this income journal by comparison of the current month’s entries 
with those of the previous month. This summary should be 
keyed in with the monthly charge as disclosed by the general 
ledger account. Such possible changes are: 


1. Cancellations or expirations, 
2. New leases, 
3. Increases or decreases in rate. 


To audit the income we now have only to prove the all-inclu- 
siveness of this summary. 

An inventory record of all unoccupied space is maintained from 
month to month as part of the audit papers. All expiration 
items noted in the change summary are checked back to the 
leases for verification and to the inventory of unoccupied space 
for re-entry. Canceled leases are handled similarly, except that 
in addition the authorization for such cancellations must appear 
on the lease. A change in rate should be endorsed on the face 
of the lease or a new lease prepared to supersede the old one. 
Needless to say, the calendar cards should be removed or the 
rate corrected thereon, as the case may be. 

A schedule is maintained (and controlled by listing the leases 
according to serial number) to show the dates upon which the 
new leases become effective. This list is scrutinized at each 
audit to ascertain that all leases becoming operative in the period 
under review are entered in the rent-income journal, deducted 
from the space inventory and reflected in the summary of changes 
hereinbefore described. 

The space inventory in the audit file is checked up periodically 
with the empty rooms for the purpose of ascertaining that all 
space occupied is properly recorded on the income register. 
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(b) Safe-deposit department. 

The next largest source of income in this type of warehouse is 
usually the safe deposit department which contracts for the use 
of its private vault boxes on an annual basis. Contract books, 
numbered serially, of three varieties are usually employed, 
providing for the one-, two-, or three-signature entry-and- 
access plan as the case may be. One of these leases is made out 
for each box newly rented. Calendar cards for all new contracts, 
similar to those described above are prepared from these docu- 
ments and filed. The system of filing and charging, however, is 
different from that employed in the case of the commercial 
tenants’ department. 

Since practically all the contracts run for the same term (one 
year) and the charges for the different boxes do not vary greatly, 
the cards are first segregated as to anniversary months and then 
filed by days and lot numbers thereunder. The charges for the 
year commencing in the current months are entered in another 
rent-income (safe-deposit) journal according to the arrangement 
of the calendar cards but the entry is for the full yearly rental. 

The auditing or the controlling of the income of this depart- 
ment is different from that previously described. The section 
of the work-papers relating to the audit of this department 
should contain a schedule showing the total of the calendar 
cards, by months, for the last twelve months, assuming, of course, 
that the contracts are on an annual basis. The total of the cor- 
responding month or period for the previous year becomes the 
starting point, then, for the present income audit. 

The calendar cards covering all cancellations during the past 
year and cancellations and expirations during the current month 
or period will have been removed (upon proper authorization) and 
preserved for the scrutiny of the auditor. Renewals will have 
been left in the card file and new cards (ascertainable from 
the newly signed contracts) duly inserted. These new cards 
should be completely checked with the contracts (hereinbefore 
described) to insure that all new income is being properly and 
promptly charged. Then, commencing with the total of the 
previous year’s charges for the corresponding period, adding 
thereto the value of the newly made contracts, and deducting 
therefrom the value of the cancellations and expirations, a figure 
may be obtained that should compare with the total of the income 
for the current period. 
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To prove the converse, viz., that no boxes are being used for 
which the corresponding charge has not been entered, what is 
known as a “ position book”’ is employed. 

This is nothing more than a perpetual inventory of safe- 
deposit boxes showing the prices at which the boxes are to be 
rented and their current status, i.e., rented or empty. The 
entries therein are made by the manager or by an employee of 
another department (to introduce the internal-check factor) from 
the new lease contracts and the canceled and expired contracts. 
Leases that are renewed, of course, do not affect this record. The 
auditor should check the entries made in this record and ascertain 
that the only changes reflected therein are those that were dis- 
closed by the income audit previously described. Periodic tests 
of the empty boxes should be made by actual inspection and a 
thorough check should be made annually. 

(c) Vault and household goods storage departments. 

The vault and household goods storage departments in this 
type of warehouse are, as a rule, very small sources of revenue— 
yielding an income more or less on the style of that derived from 
a by-product process. Consequently the audit of the income 
from operations of these departments is effected in total. As in 
the case of the other departments, the calendar-card system is 
also employed. Storage contracts are furnished on pads in 
duplicate and consecutively numbered. 

It is a comparatively easy matter for the auditor to ascertain 
the total monthly rent from new contracts by merely listing and 
totaling the individual rental charges from the new contracts for 
the month. The serial numbers on the contracts act as the con- 
trol for this operation. 

All cancellations or rate changes—there are no expirations, 
since these contracts have no specific term—must be approved by 
the manager and the contract or a receipt therefor signed by the 
recipient of the goods removed. 

All these changes are, of course, reflected in the calendar cards, 
which are the basis for the monthly entry in the rent-income 
(vault and household storage) journal and act at the same 
time as a perpetual inventory of the merchandise stored by the 
customers of these departments. 

The total income for the current period is then checked by 
adding to the total for the preceding period the income from the 
new contracts, deducting therefrom the cancellations and then 
adjusting for changes created by rate fluctuations. Periodical 
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tests or checks are made between the calendar cards and the 
actual physical contents of the vaults. 
2. Deferring the income not earned: 

An inspection of the typical rent-income journal employed by 
commercial tenants’ department shown above (1—a) reveals the 
fact that the charges for each day might vary considerably and 
that there is a great probability of their being unevenly distributed 
throughout the month. It is apparent, also, that charges entered 
on the first are all earned in that month; those entered on the sec- 
ond 30/31 earned; those on the third 29/31 earned, and so forth. 
Table I exhibits a simple form of working sheet for the accurate 
calculation of the actual income earned in the current month in 
cases where the charges are entered monthly. The same method 
applies in the case of the vault and household storage department. 

The safe-deposit department presents a slightly different prob- 
lem. In this case the charges are made annually for a uniform 
term of one year and vary only slightly. The charges for any 
particular month, therefore, are considered to have been earned 
over a space of thirteen months: 1/24 of the annual charge in the 
first month; (since the average charging date is the 15th) 11/12 in 
the next eleven months, and 1/24 in the last month. Table II 
provides a convenient and fairly accurate method for building 
up this table month by month in the working papers. 

3. Vouching the expenses. 

All expense bills and payrolls are completely audited and the 
amounts and departmental distribution, as noted thereon by the 
general manager, carefully checked to the books of entry. 

4. Treatment of accrued charges and prepaid items. 

Schedules should be prepared and inserted in the file of working 
papers to provide for the charging each month of the proper 
proportion of such expenses as would ordinarily be reflected 
irregularly on a cash basis. 

In the case of accruing expenses, as, for example, depreciation, 
interest, taxes, etc., the monthly charge is calculated currently 
and added to the accumulated total for the preceding months to 
arrive at the total expense for the period. This method will 
reflect fluctuations in the base-figures, caused by such changes 
as the purchase or sale of fixed assets, the increase or reduction 
of mortgages, and so forth. 

The equitable distribution of insurance charges and similar 
prepaid items is accomplished by the use of the usual tables which 
spread or waste this type of item over the period of its life. 
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Table I 
Calculation of deferred rentals — Department A 
(Charge made monthly) 
February and subsequent 
January months 
Day Multiply daily Daily 
charged by charges * Product charges Product 
1 $20.85 Treat same as in January . 
2 1 13.50 13.50 | 
3 2 14.75 29.50 
4 3 35.80 107.40 
5 4 16.50 66.00 
6 5 12.50 62.50 
7 6 14.00. 84.00 . 
8 7 17.05 119.35 
9 8 15.25 122.00 
10 9 17.30 155.70 
11 10 2.50 25.00 
12 11 28.50 313.50 
13 12 28.42 341.04 
14 13 13.50 175.50 
15 14 17.00 238.00 
16 15 17.00 255.00 
17 16 36.82 589.12 i 
18 17 21.15 359.55 ‘ 
19 18 13.90 250.20 ' 
20 19 11.75 223.25 , 
21 20 24.00 480.00 
22 21 21.25 446.25 
23 22 11.50 253.00 
24 23 15.25 350.75 
25 24 16.25 390.00 4 
26 25 7.80 195.00 7 
27 26 34.85 906.10 { 
28 27 22.00 594.00 ; 
29 28 13.50 378.00 i, 
30 29 12.70 368.30 
31 30 7.50 225.00 
$554.64 $8,116.51 $690.00 $10,423.00 
Divide 2nd column by 31: 
Deferred rent...... $261.82 $ 336.23 
Per trial balance. . . 554.64 1,244.64 
Earned for period. . . 292.82 908. 41f 
etc. 
* This is a recapitulation (by days) of the entries in the rent-income journal. { 
t Exclusive of amount deferred from prior year, earned in January. 
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Official Organ of the AMERICAN INSTITUTE OF ACCOUNTANTS 


A. P. RICHARDSON, Editor 


EDITORIAL 


: The tenth anniversary of the formation 
Aonnes Eee of of the American Institute of Account- 
ants will be celebrated at the meeting to 
be held at Atlantic City September 21st and 22nd. Atlantic 
City is always a popular place for convention and this year the 
additional attraction of the sesqui-centennial exposition in 
Philadelphia will probably encourage unusual attendance. No 
doubt there will be reviews of the accomplishments of the Insti- 
tute by officers and committees and a kind of decennial stock- 
taking will occur. The enormous growth of the scope and in- 
fluence of accountancy is reflected in the Institute’s record. 
The papers to be read at the meeting deal with subjects of timely 
interest, and arrangements are being made that each paper shall 
be succeeded by ample time for discussion. Several committees 
are expected to present reports which will contain important 
recommendations for future activities of the organization. It is 
desirable to remind readers that all who are interested in ac- 
countancy, whether actually in practice or not, will be welcome 
at the open sessions of the meeting. Many of the railroads are 
offering special rates to Philadelphia and Atlantic City. Those 
who expect to attend the meeting should make inquiry of the 
railway offices in their respective cities. The meeting will be 
held at the St. Charles hotel. Further details may be obtained 
from the offices of the American Institute of Accountants. 


The legislature of Louisiana has en- 
acted a law providing for the annual 
renewal of C. P. A. certificates. The 
law requires all holders of certificates to apply for renewal at the 
beginning of the calendar year. Certificates not renewed will 
lapse at March ist. In other words, a C. P. A. certificate for the 
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year 1926 if not renewed will be invalid on and after March 1, 
1927. This new law differs in detail from some of the other laws 
which call for annual registration and is rather more drastic. 
The whole question of the desirability of such a provision is not 
easily answered. There seem to be many advantages in a plan 
which makes it compulsory to register every year. It might be 
inferred that a certificate-holder who has not observed the pro- 
fessional rules could be more easily deprived of his right to 
practise as a certified public accountant by such an arrangement 
as this than if the cancellation of a certificate were dependent 
upon a hearing and judgment by a court or other authority. It 
is easier to refuse registration than to cancel. At least it is so in 
theory. As a matter of fact, however, it might be found in 
practice that a refusal to renew a certificate could only be made 
for cause and therefore the effect might be the same in both 
cases. There is, however, another element of the matter upon 
which there may be practical unanimity. The idea of keeping 
in close touch with all those who hold certificates under a state 
is generally commended. Where there is no provision for 
renewal it is impossible to keep a complete record of the where- 
abouts of certificate holders. In several states there are names 
of some accountants on the list about whom no one has any 
information. They may bealiveordead. They have apparently 
sunk without trece. In some jurisdictions the registration of 
practising physicians is renewable at stated intervals; conse- 
quently there is'a good precedent for the plan which is being 
increasingly adopted for the regulation of accountants. Text 
of the new law in Louisiana was published in the bulletin of the 
Institute issued August 16, 1926. 


Those accountants whose duty it is to 

The August Hegira toil through the summer months with- 
out vacation are not many in number, 

but their experiences are interesting. Anyone who has been 
daily in his office during July and August has become accustomed 
to the stereotyped reply from the telephone operator: ‘Mr. 
So-and-So is away from the city and will not return until after 
Labor day.’’ Once in a great while an accountant may be found 
in his office during July, but August is practically mensis non, so 
far as the city is concerned. This year August seems to have 
been an exceptionally inactive month in accountancy. Here 
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and there a junior or senior may be found roaming about the 
precincts of an office, but the partners and managers are on golf 
course or ship and it begins to be a subject for contemplation 
whether it might not be just as well to strike August from the 
list of months on every office calendar. No one would have much 
reason to complain if he were compelled to spend that torrid 
season away from the congestion of the city. Of course, we are 
not speaking of the man who protests that he has been very busy 
all through the month of August. Such assertions usually lead 
to a sentiment of grave doubt as to the strict veracity of the 
speaker. There are some men, of course, who find that they 
must be at work in mid-summer, but they are so few that they 
do not affect the general rule. August is a fine month in the 
country and we should be pleased to see a rule adopted through- 
out the entire profession that no accountant should be permitted 
to enter his office at that time. 


The prevalent custom of ‘going to 
The auee of Europe’’ has afflicted the profession 
more acutely this year than in any year 
preceding. All sorts and conditions of men and women in all 
sorts of ships and on all sorts of tickets are going over to the older 
world to see and to be seen—sometimes the latter is the chief 
desideratum: On the Strand, on the rue de,Rivoli, Unter den 
Linden and on the Corso there are more Americans than one would 
meet in the streets of many an American city. It is a most 
excellent thing that the nationals of any country should travel 
and learn. It makes for the peace of the world, provided the 
travellers behave themselves with a certain amount of restraint. 
But it is not quite clear why there is a higher percentage of 
accountants in Europe than of any other class of men. Ap- 
parently every office is represented by one or two tourists. 
Perhaps they are obtaining first-hand and experimental knowl- 
edge of the vicissitudes of foreign exchange. There are places 
in Europe where such experience may be gained in great abun- 
dance. 
When someone suggested two or three 
A Meeting Abroad _years ago that it would be well to have 
a meeting of the American Institute of 
Accountants in London or Paris, it seemed unlikely that there 
would be attendance of enough members of the organization to 
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justify such a venture. Nowadays, however, one might almost 
call a meeting over night and find a quorum in either city. The 
statutory requirement that the Institute shall meet in America 
could be satisfied by a perfunctory meeting in this country. A 
kind of informal gathering could easily be arranged in one of 
the foreign capitals and there would be no difficulty about the 
attendance of members enough to make the meeting well worth 
while. The suggestion was originally made largely in jest, but 
the time may be coming when it may be well to regard it seriously. 
The meeting held in Amsterdam this year was attended by many 
accountants from{outside Holland. Had it been held in London 
we believe that there would have been almost as many American 
as British accountants on hand. At any rate the spread of the 
travel habit and the evident desire to encourage cordial intercourse 
between accountants of the different countries point to the wisdom 
of considering the suggestion that there should be a supplemen- 
tary or preliminary meeting in Europe. It would give every 
accountant who has not been to Europe, if there be such a 
person, an excuse for going. Those who go every year would not 
perhaps need an excuse but would be glad to have one. 


We have received a letter criticizing a 

The Color of Ink book review which appeared in THE 

JOURNAL OF ACCOUNTANCY in May, 

1919. This indicates that THE JOURNAL is of continuing interest. 

The letter has a further significance, however, as it raises a 

question which is not often discussed, namely, the propriety of 
the use of red ink. The letter follows: 


Dear Sir: 


For a number of years I have been a lar subscriber to your magazine. 
So far I have been very pleased with it; but for one exception, that which 
I am now trying to bring to your attention. In an issue, May, 1919, you 
have some remarks by some Mr. Wildman, who was giving his personal 
opinion on a publication on the art of teaching bookkeeping. The book 
was put out for the Williams & Rogers people. This Mr. Wildman made 
some statement anent some red-ink remarks of the publication. He said 
that the use of red ink on books of account is fool-play and has all the 
pot wags of a full grown idiot. He further stated that the practice is 
ete. 

As I have been engaged in part teaching and part bookkeeping, I 
seized on this Wildman’s assertions, and forthwith stopped using the 
red-ink bottle. I became at once a follower of that gentleman, and most 
heartily did I endorse his views on the subject. Unfortunately for me 
the business college where I have been teaching changed its management. 
The present proprietor tells me that I am the fool ever to think of accept- 
ing any man’s assertion that red ink on books of account is obsolete. 
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I fished up the issue of May, 1919, and showed him the remarks of this 
Wildman. e immediately wrote to five of the most prominent C. P. A.’s 
in this city. He showed me their replies. Without exception all of them 
stated that it is used and ought to be used on books of account. Who is 
loonie now? Is it yours truly or is it our C. P. A.’s? Won't you take a 
little of your time, valuable as it is, and let me know whether your readers 
may take the remarks of your reviewers seriously? You have certainly 
placed me in a very awkward situation. It is not very pleasant to be 
made ridiculous to your pupils. 

Please let me have your opinion on this red ink foolishness. 


Blotting Out Inasmuch as this question refers to a 
prey, book review written by John R. Wild- 
the Red 

man, New York, the letter was sent to 
him for reply and by permission we publish his comments: 


Dear Sir: 

The editor of THE JouRNAL oF ACCOUNTANCY has referred to me your 
letter of July 3, in order that I may have an opportunity to compensate 
you by some further discussion for the great wrong which you feel I have 
done you by my innocent remarks concerning red-ink figures, as expressed 
in a review of New Modern Illustrative Bookkeeping, which appeared in 
THE JOURNAL OF ACCOUNTANCY for May, 1919. 

May I preface my remarks with my profuse apologies for any part which 
I may have had in placing you in an awkward situation? 

As far back as the memory of the present generation runneth it has been 
customary for the relatives of a deceased person to shroud themselves in 
pone clothing of the deepest black, as a token of their loss. While I 

ave no authority, historical or otherwise, for the statement, presumably 
the philosophy underlying this traditional and respected custom is that 
such persons wish to stand out among their fellow-men as persons who 
have been bereaved. Latterly, it appears that this custom is on the 
decline. Some few persons at least seem to feel that they can carry sorrow 
in their hearts without any outward manifestation of their loss. Some 
persons have gone so far in this respect as to make no change in the 
character of their clothing after the loss of relatives. 

Now, one might raise the momentous question: “Should mourning be 
worn after the death of a relative?’’ Another question might be: ‘Is 
the wearing of mourning tending to decrease in modern times?” The 
first question may be answered, in my opinion, by saying that it is entirely 
a matter of how an individual feels. There is no law against the wearing 
of mourning, and if a bereaved one derives some satisfaction from bringing 
the matter to the attention of everyone with whom he comes in contact, 
that is his privilege, which probably no one will gainsay. 

Whether or not the use of mourning is on the decline probably is en- 
tirely a matter of observation on the part of any one individual who 
expresses an opinion on the subject. The statisticians and research 
bureaus aay have been too busy with other matters to undertake a 
study of this character. 

Lest there be some misunderstanding as to the purpose of the foregoing, 
perhaps I may be permitted to apply the illustration to your problem as 
to whether or not red ink should be used in books of account. There is 
no law, so far as I am aware, which prohibits the use of red ink. Its use 
in books of account may be regarded generally as a matter of choice or 
personal taste. If, however, one attempts to philosophize concerning the 
matter, it would seem apparent to any reasonable person that its use is 
unnecessarily time-consuming and the only purposes served are to make 
balancing res and ruled how stand out inst the black of other 
figures. ether or not the use of red ink in ks of account is on the 
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decline could be determined scientifically only by considerable research, 
which the matter scarcely seems to warrant. From my own observation 
during the past twenty-five years of active contact with accountancy, I 
am of the opinion that the use of red-ink figures in books of account is 
declining. observe now, after reading again the text of my review in 
THE JOURNAL OF ACCOUNTANCY, that I very carelessly used the word 
‘obsolete.’ Obsolete, of course, means “‘gone out of use,’’ and I realize 
now, after you. statement concerning the prominent C. P. A.’s to whom 
the question was referred, that this was a grave error, if not a grievous sin. 

Life isn’t as serious as some persons appear to take it, and apparently 
it depends a good deal on one’s point of view. I am sure you will forgive 
me for not having taken the red-ink matter very seriously, and will join 
with me in a thrill of amusement over this exchange of letters. Perhaps 
the editor of THE JouRNAL oF ACCOUNTANCY will see fit to publish this 
correspondence, to add to the gaiety of nations, as he once referred to 
another matter somewhat along the same lines with which I was concerned. 
This might give us both an opportunity for some publicity. You see a 
person who never says anything or does anything never gets his name in 
the papers, and there is a great deal of talent going to waste because the 
world at large is unconscious of its existence. 

I hope you will have a pleasant summer and a refreshing vacation. 

Yours sincerely, 
Joun R. WILDMAN. 


This question of red ink is interesting. There are so many 
entities to which the adjective ‘“‘red’’ is applied that one begins 
to wonder whether the word has not some inherent viciousness. 
The correspondence quoted above refers to red ink; then there 
is red tape and there are various other kinds of reds which could 
be eliminated from the inventory of this and several other 
countries without regret. Perhaps red ink is destined to as 
complete an oblivion as that which awaits the reds whose hue is 
a weak reflection of Russian tints. 
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Income-tax Department 
BY STEPHEN G. Rusk 


The present personnel of the bureau of internal revenue seems to have lost 
the viewpoint of the congress that enacted the original amortization section of 
the revenue act of 1918. This act was made law after the armistice had been 
signed and warfare had ended. 

Realizing that those engaged in producing articles contributing to the prose- 
cution of the war had spent large sums at abnormally high costs to equip them- 
selves to speed up that production and were faced with imminent and great 
losses upon the cessation of hostilities, by the cancellation of the war orders and 
the necessity for rehabilitating their business to meet peace-time conditions, 
congress sought to relieve them to some degree of the excessively high income 
and profits taxes. This relief took the form of “allowing a reasonable deduc- 
tion for the amortization of such part of the cost of such facilities (ships, build- 
ings, machinery and equipment) as has been borne by the taxpayer.” 

This language is quite general in its terms, and it placed upon the commissioner 
the task of interpreting what congress definitely intended. Knowing the sen- 
timent of congress as well as of the country at that time, the commissioner pro- 
mulgated a basis of computing amortization sustained by comparing the cost 
of facilities purchased from April 6, 1917, to December 31, 1918, with what 
these facilities would have cost at pre-war prices. In plainer terms, the com- 
missioner considered amortization the difference between the price paid during 
the war and the price for which the same facilities could have been purchased 
prior thereto. The language of the act did not contemplate that only those 
who had government contracts were to be allowed amortization. It was for 
all who had produced articles contributing to the prosecution of the world war. 
It did not, therefore, seem to exclude those who were not producing arms, am- 
munition or means of transportation for the government’s forces. Even by 
the strictest limitations of interpretation of the language of congress, it is evi- 
dent that others were to be granted amortization as well as those contracting 
directly with the government. - 

Those who remember the tension upon producers during the war to produce 
more, more and still more, that our forces might not suffer for want of equip- 
ment, would have little difficulty in determining whether or not a particular 
facility had been acquired to aid in producing articles for the prosecution of the 
war. Everyone was doing it because everyone intended toaidinthewar. In the 
year 1926, however, a person claiming amortization will find that the best, per- 
haps the only, test as to whether or not one was producing such articles is the 
possession of a government contract. Under the language of the act of 1918, 
the exclusion of others than those having had government contracts seems un- 
warranted. The proving of the taxpayer’s intent (whether or not the facility 
was acquired with the intention of producing articles contributing to the prose- 
cution of the war) furthermore appears to be an unreasonable limitation. 
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With the foregoing ideas in mind, solicitor’s memorandum requiring that 
taxpayers claiming amortization should show continuous intent when govern- 
ment contract was signed and machinery acquired, seems to indicate fugther 
limitations upon those entitled to the amortization deduction and appears as 
evidence that the solicitor’s department does not remember that almost all 
production was contributing to the prosecution of the war, and that if a tax- 
payer acquired facilities at that period he intended them for no other than war 


purposes. 
SUMMARY OF RECENT RULINGS 


Unlawful gains from illicit liquor dealing are taxable income. Omission of 
such gains from income returned under oath, may be punished by prosecution 
under both section 253, act of 1921, and section 125, criminal code. It is no 
defense to a prosecution for a false return that the obvious intent of such prose- 
cution was to punish severely for illicit liquor selling. (Circuit court of appeals 
for the posted 9 district, Steinberg v. United States.) 

A corporation aeons none of its corporate powers, but engaged only in 
exchanging its stock for other stock, paying taxes and maintaining its corporate 
existence was not ‘carrying on or doing business’’ to subject it to capital-stock 
tax. (Circuit court of appeals for the third district, United States v. Three Forks 
Coal Company.) 

A lessee on an accrual basis may not take an expense deduction in 1919 on 
account of contracting to pay a portion of the cost of alterations and improve- 
ments begun in 1919 where no payments were made until 1920, the year in 
which the lease took effect. (United States district court, district of Massa- 
chusetts, in re Hatch.) 

A corporation financing itself out of receipts, had no more than a nominal 
capital under section 209, act of 1917, though in addition to receipts accumu- 
lated for expenditures during periods of small receipts it had paid in minimum 
capital required for incorporation. (United States district court, eastern dis- 
trict of Pennsylvania, Park Amusement Co. v. McCaughn, collector.) 

Failure to separate tax from sale price does not authorize beverage tax on 
combined amount nor deprive taxpayer of right to establish the true measure 
of the tax. (United States district court of Massachusetts, The Clicquot Club 
Co. v. United States.) 

Timers and coils which are just as applicable for use on machines other than 
automobiles, are not distinctly 7 of automobiles, so as to be taxable under 
section 900 (3) acts of 1918 and 1921. (Court of claims of United States, Ai- 
water Kent Mfg. Co. v. United States.) 

Corporation required to collect initiation tax and make reports and pay- 
ments to collector is proper party to sue for refund, especially when authorized 
by member to sue, and it may receive by assignment the member’s interest in 
the claim against the collector. 

Initiation fees for so-called life memberships are subject to tax under section 
801 of 1921 act, when yearly dues are required. Payments may not be claimed 
to be for something else when the by-laws provide for life memberships, and the 
tax imposed by section 801 of the 1921 act is an indirect, excise tax. (United 
States district court, W. D. Michigan, S. D., Masonic Country Club of Western 
Michigan v. Charles Holden, collector.) 

**Most recently accumulated profits’’ from which distributions were made 
under the act of 1917, include current earnings, which are to be judged from 
the end of the fiscal year during which the income was received. ‘ Distribu- 
tions made by a corporation” as used in section 31 (b) of the act of 1917, 
means “dividends paid,’’ making a dividend declared in 1916 payable and paid 
in 1917, income to a shareholder in 1917, though he was on an accrual basis. 
J roe court of appeals, sixth circuit, hn, collector, v. F. H. 

ason. 

Where members of a partnership were in disagreement as to continuing 
doubtful accounts and one partner agreed to stand any loss that might occur, 
the firm is entitled to a deduction when the loss occurred. (United States 


210 


i 


Income-tax Department 


district court, eastern district of Pennsylvania, Morris L. Parrish, et al. v. Led- 
erer, collector.) 

Interest may be allowed in a judgment against the United States only until 
the date of entry of such judgment, or of a final entry in case an appeal from 
the judgment is taken. United States district court, eastern district of Michi- 
gan, Burrows, et al. v. Woodworth, collector.) 

A power of attorney authorizing a a to prosecute all claims 
before the department to conclusion and adjustment, does not constitute a speci- 
fic assignment of the claims to the representative to cover an agreed contingent 
percentage fee so as to enable him to restrain or to have set aside, an adjust- 
ment by — of the overpayment against taxes due from the taxpayer. 
(Supreme court of the District of Columbia, Lucian C. Day v. Gera Mills, a 
corporation, et al.) 


TREASURY RULINGS 


(T. D. 3879, June 2, 1926) 
ARTICLE 13: Surtax on sale of mineral deposits. 
Income Tax—Revenue Act of 1918—Decision of Court 
MinEs—SALEs—INCOME—SURTAX 


In computing the surtax under section 211 (a) and (b) of the 
revenue act of 1918 on the profit — the sale of mines, 
be method prescribed by article 13 of Regulations 45 should be 
ollowed. 


The following decision of the United States district court for the northern 
district of Texas in the cases of M. Fowler v. United States and Mrs. Darlie 
Fowler v. United States is published for the information of internal-revenue 
officers and others concerned. 


UnitTep States District CoURT FOR THE NORTHERN DiIstTRICT OF TEXAS 
M. Fowler v. United States 
Mrs. Darlie Fowler v. United States 
[April 5, 1926] 


ATWELL, D. J.: In 1918 the plaintiffs, as man and wife, each received an 
income of $88,934.01, subject to taxation under the revenue act of that year; 
$41,572.90 each were derived from the sale of an oil property, the principal 
value of which was demonstrated by exploitation and discovery work carried 
on by them. The selling price of this property was $83,645.80; it had cost $500; 
$41,822.90, therefore, went to Mr. Fowler, and a like sum to Mrs. Fowler. Each 
was assessed and paid the sum of $28,502.81 income tax. 

There is no dispute between the parties as to the amount of income. The 
issue arises out of a construction of section 211 (b), which reads as follows: 

“211. (b) In the case of a bona-fide sale of mines, oil or gas wells, or any 
interest therein, where the principal value of the property has been demon- 
strated by prospecting, or exploration and discovery work done by the taxpayer, 
the portion of the tax imposed by this section attributable to such sale 
not exceed 20 per cent. of the selling price of such property or interest.” 

The plaintiffs contend that the history of the amendment, as well as the plain 
intent and wording thereof, demand that the taxpayer shall pay the normal tax 
for the entire amount of net income; that he shall also pay the tax provided 
in section 211 (a) and 211 (b); that this is calculated by figuring the amount 
that would be due on the entire net income, including the amount derived by a 
transaction which comes within section 211 (b), in accordance with the provi- 
sions of section 211 (a), and then by deducting from such amount the amount 
found to be due under section 211 (a) on income not derived from a 211 (b) 
transaction, and, if the remainder is greater than 20 per cent. of the cost price 
of the transaction under 211 ‘b), then, and in that event, the amount shall be 
that i cent. of the cost price of 211 (b), instead of such remainder, and the 
two ad make the surtax due. 


211 


$ 


if : 
j 
4 


The Journal of Accountancy 


The government calculation is based on article 13 of Regulations 45 by the 
commissioner of internal revenue, which reads as follows: 

“To determine the application of this provision to a particular case, the tax- 

yer should first compute the surtax in the ordinary way upon his net income, 
including his net income from any such sale. The proportion of the surtax 
indicated by the ratio which the taxpayer's net income from the sale of the 
property, or his interest therein computed as prescribed in article 715, bears 
to his total net income, is the portion of the surtax attributable to such sale, 
and, if it exceeds 20 per cent. of the selling price of the property or interest 
such portion of the surtax shall be reduced to that amount.” 

The board of tax appeals says that there are “three possible methods of 
computing the tax;” that ‘‘a net income may be likened to a pile of doliars 
from which the government proposed to take varying percentages,” the profit 
from the sale of oil wells may be regarded as constituting the dollars, ‘‘at the 
bottom of the pile,” and the balance of the income constitutes the dollars above 
it on the same pile, is one theory. This would afford the taxpayer no relief, 
because, while his oil-well dollars would be at the bottom of the pile the 
would serve to boost all of his other dollars to a much higher pad om level. 
“The profit from the sale of an oil well at the top of the pile with the dollars 
from other income at the bottom would be most advantageous to the taxpayer, 
since his other income would get the low rate, and then the higher rate for the 
oil-well money at the top of the pile would be reduced by the provisions of 
section 211 (b).” 

The third method “places the profit from the sale of an oil well as a ratable 

rtion of each dollar in the pile.” By such an arrangement the taxpayer is 
benefited by 211 (b) to the extent that the portion of the total tax attributable 
to the profit on the oil well exceeds 20 per cent. of the sale profit. 

The taxpayer, of course, wants the lowest tax that the law will allow. 

There seems to be nothing in the law that authorizes a division of the 
income of a taxpayer into separate parts so that each part will have the benefit 
of the law surtax rates, unless section 211 (b) would result in that situation. 

The suggestion is made that the regulation of the commissioner is to have 
no application in a case where an absurdity would result. As, for instance, 
when a taxpayer loses from other business, and such losses are offset by 
gains from a sale of an oil well, the entire tax, when computed under section 
211 (a), is attributable to such gain, and should be limited to the 20 per cent. 
of the sale price of the well provided for in section 211(b). 

‘Counsel for the plaintiffs call attention to this history of section 211 (b) as 
disclosed in congressional records. It appears that the national petroleum 
war service committee submitted section 211 (b) as proposed legislation for 
the benefit of the discoverer. Likewise, the records disclose that before the 
senate committee on finance there appeared a representative of the Mid-Con- 
tinent Oil & Gas Association, who made similar representations, as did also 
another representative before the same committee. Likewise, The Texas Gulf 
Coast and Louisiana Oil & Gas Association appeared. (Page 392, hearings 
before the senate finance committee.) The senate finally adopted the bill 
with the 20 per cent. provision in it, and at conference the house representa- 
tives receded, and an addition to the law was agreed upon substantially as 
recommended by the petroleum interests. This was for the y of stimu- 
lating prospecting and exploitation, and that the law might fair to the 
prospector who had expended years and money in a fruitless search. 

It may be conceded, therefore, that section 211 (b) was intended as a limi- 
tation upon surtaxes. That congress meant that the seller of a discovery 
property should pay no more in surtaxes than 20 per cent. of the selling price 
of the property. 

Many economic considerations enter into the mind of the thoughtful legis- 
lator when framing tax laws. It is imperative, during war times, to stimu- 
late the oil industry. This stimulation is accomplished if the man who finds 
can sell what he finds to the organization that can, by reason of its utilities, 

lace what he finds for the service of the nation, That the man who finds 
is to be deprived of a large part of his profit through large surtaxes will prefer 
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to hold what he finds. He has searched for years, fruitlessly, and it hardly 
seems fair that one year’s triumph should carry such a large burden when 
many years of failure have sharpened his experience and probably resulted 
in his successful search. 

A very sensible way to look at the tax on one’s income is to tax the entire 
income. Such an entirety includes whatever the taxpayer has received. 

Some of the axioms which must be in the mind of the court when seeking 
the righteousness of a tax case, are (a) the intent of the law-making body 
(26 R. C. L., 960); (6) doubt in a tax law shall be resolved in favor of the 
taxpayer (Gould v. Gould, 245 U. S., 151; United States v. Wigglesworth, 2 
Story, 368; Benziger v. U. S., 192 U. S., 38; American Net & Twine Co. v. 
Worthington, 141 U. S., 468; Smietanka v. First Trust & Savings Bank, 257 
U. S., 602; (T. D. 3321, C. B. I-1, 210)); (c) the simple method of calcula- 
tion is preferred (Edwards v. Slocum, 287 F., 651, 264 U. S., 61); (d) those 
who set up an exception or exemption from taxation must establish it as bein 
within the words as well as within the reason of the provisos giving suc 
exception (Commercial Health & Accident Co. v. Pickering, 281 F., 539 (T. D. 
3313, C. B. I-1, 256); Javierre v. Central es 217 U. S., 502; Schlem- 
mer Vv. Railway Co., 205 U. S., 1; Cornell v. Coyne, 192 U. S., 418); (e) the 
re-enactment of legislation after the construction of similar legislation by the 
executive department would seem to be an os of such construction; 
(f)_a regulation made in pursuance of an act of congress has the force of law. 

Of course, whether the executive department uses algebra or arithmetic, 
proportion or analysis, is immaterial. All methods should give the same 
result, and the method depends upon the taste of the employee who figures the 
amount. 

That part of section 211 (b) which reads as follows: “ . .. the portion 
of the tax im by this section attributable to such sale shall not exceed 20 
per cent. of the selling price,” is the command of the lawmaker. It is a limita- 
tion upon the table contained in section 211 (a). That may not be done in- 
directly which can not be done directly. The collection of a tax ter than 
that allowed in 211 (b) for a 211 (a) transaction can not be accomplished under 
211 (a) by any rule or regulation. But the two must be harmonized and read 
together. From the beginning income-tax legislation has evidenced a graduated 
rate which is progressively higher as the income increases. The income of the 
taxpayer is, therefore, the body at which the law is directed, and it must be 
considered as a whole; otherwise there would be no effectiveness in such a 
system of taxation. Section 211 (b) contains no suggestion that there is to be 
any departure from this policy. Neither is there anything in the section under 
scrutiny to warrant the placing of the amount received from the sale of a dis- 
covery property in any particular place in the income column. It gives com- 
plexion to the entire column. It adds its color to the entire accumulation for 
the income period. The only irrefutable method known to mathematics for 
the ascertainment of the participation in such a whole by a particular part is 
by 

his is the method that the government agents adopted. 

That the government method may be proven faulty by assuming that the 
plaintiffs’ method is correct or that the defendant's method is faulty by assum- 
ing that the government’s method is correct is not the proper test. Neither 
be championed as correct until proven so by the eyes of the full purposes 
of law. 

The plaintiffs have paid their surtax calculated upon the theory that their 
entire income, that which falls under 211 (a) as well as that which falls under 
211 (b), made up an entirety without any particular location for either one, 
and they have had the benefit of the deduction provided for in 211 (b) on such 
a basis. This payment appears to have been correct. 

Any other system would defeat the basis rock of the income-tax theory. 
It would be like attributing a part of a youth's body to growth during the 
year 1925, when, as a matter of fact, 1925 contributed to the entire body, 
and entered into the shape and growth and fashioning of it all. 

Judgment will be entered for the defendants. 
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(T. D. 3850, April 8, 1926) 


ArTICLE 1040: Interest on refunds and judgments. 
(Also section 252, article 1031.) 
Income tax—Revenue act of 1921—Decision of supreme court 
1. INTEREST—CLAIMS FOR REFUND AND CREDIT—CERTIFICATE OF 
OVERASSESSMENT—SCHEDULE—DATE OF APPROVAL—DATE OF 
ALLOWANCE. 
Under sections 250 (b), 252, and 1324 (a) of the revenue act of 
1921, the date of allowance to which interest is payable on credits 
and refunds is the date of final approval by the commissioner and 
not the date when the commissioner first determines that an over- 
assessment should be made and transmits the schedule to the collector 
and not the date of final payment. 
2. SaME—SPECIFIC PROTEsT. 
Under section 1324 of the revenue act of 1921 interest is payable 
from the date of payment of the tax “7 where the taxpayer makes 
a specific protest, setting forth in detail the basis and reasons for such 
protest. Otherwise interest is payable from six months after the 
date of filing the claim for refund or credit. 
3. SAME—DIsCOUNT 
Interest is not payable on the discount of 3 per centum allowed 
for early payment by section 1009 of the revenue act of 1917. 
The following decision of the United States supreme court in the case of 
Girard Trust Co. et al., Trustees of Moore, v. United States is published for the 
information of internal-revenue officers and others concerned. 


SUPREME COURT OF THE UNITED STATES 


Girard Trust Co., George Stevenson, William R. Verner, et al., appellants, v. 
The United States 
Appeal from the Court of Claims 
{March 1, 1926.] 

Mr. Chief Justice Tart delivered the opinion of the court. 

This is an appeal from a judgment of the court of claims under section 
242 of the Judicial Code. The judgment was entered May 19, 1924, and the 
appeal was allowed July 3, 1924. The judgment Sentinel the petition of the 
plaintiffs upon findings of fact. The Girard Trust Co., and the other appellants 
are trustees of the estate of Alfred F. Moore, deceased. 

Their claims are for interest not paid on refunds of taxes paid them. The 
proposed income tax upon the Moore estate for 1920, as originally returned 
early in 1921, was $196,202.61. On March 15, 1921, and on June 15, 1921, 
quarterly payments of the tax, which amounted to $49,050.66, were paid to the 
collector. On August 2, 1921, the trustees for the estate filed a claim for the 
refund of the two instalments, aggregating $98,101.32, already paid, and claim 
for abatement of the two remaining quarterly instalments not yet paid, 
aggregating the same amount. The claim for abatement was allowed in its 
entirety, and the claim for the refund in large part. The action of the de- 
partment began December 9, 1922, in a schedule form, signed by the com- 
missioner of internal revenue, including an item of overassessments, and 
marked, ‘‘Approved by the commissioner of internal revenue, for trans- 
mission to the proper accounting officers for credit and refund.’’ This was 
transmitted to the collector of internal revenue for the first district of Pennsyl- 
vania to examine the account of the taxpayer, to report back the amount to be 
refunded and the amount to be credited on taxes due and unpaid. The col- 
lector made the report. The assistant commissioner of internal revenue 
confirmed the report, and the commissioner directed the refund January 16, 
1923. On February 20, 1923, the trustees received by mail a certificate of 
overassessment dated February 10, 1923, stating that since $196,202.61 was 
assessed, whereas $13,663.89 was the correct tax, there had been an over- 
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assessment of $182,538.72, and that the amount of this overassessment had been 
applied as follows: 


With this certificate was a cheque for $84,416.02, the amount of the refund 
without interest. Since filing the petition in this case the trustees received, 
under date of October 5, 1923, a cheque for $4,318.97, interest on the refund and 
the credit of $21.41 from six months after the filing of the claim for refund to 
December 9, 1922. 

Moore’s estate made return to the collector of internal revenue for excess- 
profits tax for the year 1917 of $108,140.15, and on March 21, 1918, paid to 
the collector of internal revenue $108,372.36, the amount of the tax less the 
credit of $767.79 allowed for payment in advance of the time fixed by law, 
June 15, 1918. Ascertaining that the trustees of a trust estate were not 
subject to excess-profits tax, on August 2, 1921, they filed a claim for refund 
of the entire tax of $108,140.15. is claim was approved by the commis- 
sioner of internal revenue for $107,372.36 on December 9,1922, under the pre- 
scribed schedule form in which this item was marked “approved by the 
commissioner of internal revenue, for transmission to the proper accountin 
officer for credit and refund.’’ It was sent to the proper collector of intern 
revenue, who reported it back to the bureau. It was approved by the as- 
sistant commissioner, and the refund was finally approved by the commis- 
a ae 16, 1923. On February 1, 1923, the plaintiffs received by mail 
a certificate of overassessment, dated February 6, 1923, for $107,372.36, to- 
gether with a cheque for $112,864.53, the difference $5,492.17 being interest on 
the amount refunded from the date six months after the filing of the claim 
to December 9, 1922. 

The contentions of the trustees are that the allowances of interest on the 
refunds are not sufficient under the statute. Section 250 (b) of the revenue 
act of November 23, 1921 (42 Stat., 227, 264, ch. 136), provides: 

“‘As soon as practicable after the return is filed, the commissioner shall 
examine it. If it then appears that the correct amount of the tax is greater 
or less than that shown in the return, the instalments shall be recomputed. 
If the amount already paid exceeds that which should have been paid on 
the basis of the instalments as recomputed, the excess so paid shall be credited 

ainst the subsequent instalments; and if the amount already paid exceeds 
the correct amount of the tax, the excess shall be credited or refunded to the 
taxpayer in accordance with the provisions of section 252.” 

Section 252 of the above act (42 Stat., 268) provides: 

“That if, upon examination of any return . . . it appears that an amount of 
income, war-profits or excess-profits tax has been paid in excess of that properly 
due, then, notwithstanding the provisions of section 3228 of the Revised 
Statutes, the amount of the excess shall be credited against any income, war- 
profits or excess-profits taxes, or instalment thereof, then due from the taxpayer 
under any other return, and any balance of such excess shall be immediately 
refunded to the taxpayer. . . .’ ‘ 

Section 1324 (a) of the same statute (42 Stat., 316) contains the provision 
as to interest as follows: 

“That upon the allowance of a claim for the refund of or credit for internal- 
revenue taxes paid, interest shall be allowed and paid upon the total amount 
of such refund or credit at the rate of one-half of 1 per centum per month 
to the date of such allowance, as follows: (1) If such amount was paid under 
a specific protest setting forth in detail the basis of and reasons for such 
protest, from the time when such tax was paid, or (2) if such amount was not 
paid under protest but pursuant to an additional assessment, from the time 
such additional assessment was paid, or (3) if no protest was made and the 
tax was not paid pursuant to an additional assessment, from six months after 
the date of filing of such claim for refund or credit. The term ‘additional 
assessment’ as used in this section means a further assessment for a tax of 
the same character previously paid in part.” 
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The claims made by the trustees, appellant here, are, first, that the govern- 
ment erred in its construction of section 1324, by which it allowed interest 
not to the dates of payments of the refunds, February 20 and February 2, 
1923, but only to the date when the commissioner approved the schedule 
finding the amount of the overassessments and transmitted the schedule to 
the accounting officers, December 9, 1922. The interest between December 9, 
1922, down to the dates of payment amounts to $2,028.11. The question is 
whether the words ‘‘to the date of the allowance’’ means to the date of the 
decision of the commissioner that an overassessment has been made, i. e., 
to December 9, 1922, to the final approval of the refund by the commissioner, 
January 16, 1923, or to the date of payment. 

The next claim of the trustees is for $3,889.67, and this turns on the ques- 
tion whether under section 1324 the interest on the refund for the 1920 taxes 
should be calculated under clause (1) in that section as for a payment made 
under a specific protest or whether as upon a payment under clause (3) for 
which no protest was made. The commissioner held that no sufficient protest 
had been made and therefore allowed interest, not from the time of payment 
as provided under clause (1), but from six months after the filing of the claim 
for refund under clause (3), which made a difference of $3,889.67. 

The third claim of the trustees is for $767.79. This is based on the fact 
that under the revenue act of October 3, 1917 (40 Stat., 300, 326, ch. 63 sec. 
1009), a credit on taxes to be paid in advance, calculated at the rate of 3 
per cent. per annum upon the amount so paid from the date of payment to 
the date fixed by law for payment, was allowed and the amount paid was 
$767.79 less than the amount assessed. The claim for refund was allowed 
for the amount actually paid, but not for the discount. The trustees now 
seek to recover the discount. 

The court of claims dismissed the petition for all these claims on the authority 
of Stewart v. Barnes (153 U. S. 456). The taxpayer in that case had already 
received and accepted the principal of the amount improperly collected 
by a collector of internal revenue, and this was an action for the interest. This 
court held that the taxpayer could not maintain an independent action for in- 
terest, for the reason that in such cases interest is considered as damages, does 
not form the basis of the action, and is only an incident to the recovery of the 
principal debt. We do not think that it controls this case. The payment of 
interest in the Stewart case was not expressly provided for in the act. In this 
case there is statutory provision for it, and it is analogous to a suit in debt 
or covenant in which the contract specifically provides for payment of interest 
on the principal debt. In such cases the authorities all hold that the ac- 
ceptance of the payment of the principal debt does not preclude a further 
suit for the interest unpaid. (Fake v. Eddy, 15 Wend. (N. Y.), 76; Kimball v. 
Williams, 36 App. D. C., 43; New York Trust Co. v. Detroit Railway Co., 
251 Fed., 514; King v. Phillips, 95 N. C., 245; Bennett v. Federal Coal & Coke 
Co., 70 W. Va., 456; Robbins v. Cheek, 32 Ind., 328.) And the same rule 
obtains where the obligation is one that by statute bears interest. (Nati 
Bank v. Mechanic's National Bank, 94 U. S., 437; Hobbs v. United States, 
19 Ct. Cls., 220; New York v. United States, 31 Ct. Cls., 276; Crane v. Craig, 
230 N. Y., 452; Bowen v. Minneapolis, 47 Minn., 115; Blair v. United States 
ex rel. Birkenstock, 6 Fed. (2d) 679).) 

We are therefore brought to the merits of the case. First, what is the 
meaning in section 1324 of the words “to the date of such allowance” to 
which interest is to be paid on refunds? The treasury department by its 
regulations of 1922 construed this provision as follows: 

‘A claim for refund or credit is allowed within the meaning of the statute 
when the commissioner approves the schedule in whole or in part, for trans- 
mission to the proper accounting officer, for credit or refund.” 

And this is the holding of the comptroller general (1 decisions compt. 
gen., 411,412). He says: 

“To compute interest to the date of actual payment . . . would be wholly 
impracticable from an administrative standpoint, and I have no doubt that 
this phase of the matter was considered by the congress in providing that the 
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interest should be allowed to the date of allowance rather than to the date of 
payment of the claim.” 

If congress had intended that interest should be allowed to the date of the 
payment, it seems to us it would have said so. Allowance in its ordinary 
sense does not mean  aphoage and in the practical administration of the 
treasury department the two things are quite different. The one is a deci- 
sion by the competent authority that the payment should be made. The other 
is the actual payment. The commissioner of internal revenue is the final 
judge in the administrative branch of the government to decide that an over- 
assessment has been made and that a refund or credit should be granted, 
and when he has made that decision finally he has allowed the claim for the 
refund or credit of the taxes paid within the meaning of the section. 

It is said that this is a remedial statute and was intended to require the 
government to recoup the taxpayer unjustly dealt with by paying interest 
during the whole time the money was detained. That was doubtless its general 
purpose. But the statute is to be construed in the light of the difficulties of 
the government bookkeeping and accounting. To have made the interest cal- 
culable to the date of actual payment would have led to uncertainty and 
confusion, as the comptroller general indicates, and it was doubtless for that 
reason that congress qualified its desire to pay interest for the exact time 
during which the money was detained to a date which was practical from an 
administrative standpoint. Nor does the fact that, pending the carrying out 
of the direction of the commissioner of internal revenue to make the refund, 
he might reverse himself, change the finality of his decision allowing the 
refund. If he does so, the date fixed as the date of the allowance under the 
section is changed, of course, but the mere fact that he can reverse a final 
allowance does not prevent its being a final allowance, any more than when 
a court renders a judgment, its ability within the term to set it aside or 
change its affects its finality, if it is not changed. We think, therefore that the 
words ‘“‘to the date of such allowance” do not carry interest to be paid on 
refunds down to the time of payment. 

We can not concur, however, in the view of the treasury department that 
the date of the allowance of the claim as intended by the statute is the date 
when the commissioner first decides that there has been an overassessment 
and sends upon a proper form his decision to the collector of internal revenue 
who made the collection and keeps the account with the taxpayer. The find- 
ings and the exhibits show that the course of business is that the collector, on 
receiving from the commissioner the schedule as to the overassessment, 
examines his books and reports back to the bureau the amount which should 
be credited on taxes due and the amount to be refunded; that this is examined 
by the assistant commissioner and then is delivered to the commissioner, 
who makes it effective by his approval. Until it reaches him and is approved 
by him, the refund can not be paid. This, we think, is the real date of allow- 
ance. Until that time, the exact amount of the refund is not fixed finally 
by competent authority. This date would seem to be just as certain and 
convenient from an administrative standpoint as that of the original decision 
of the commissioner, and it is certainly more in conformity to the general 
purpose of congress to relieve the overassessed taxpayer by paying com- 
agp interest on money unjustly taken and kept by the government. 

e think, therefore, that the trustees are entitled to recover from the gov- 
ernment interest on both the refund for the taxes of 1917 and that for those 
of 1920 from December 9, 1922, to January 16, 1923. 

Second. This second claim turns on the provisos of section 1324 with ref- 
erence to protests. The trustees attached to their original return of income 
tax for 1920 the following protest: 

‘“‘Notg.—Profit was made during the year 1920 upon sales of capital assets 
as set forth in block C above. This amount of $349,200.85 is included in the 
total net income and under regulations is returned for tax on form 1040. 
As the taxpayer is advised that such sum is not taxable income, under the 
decision of Brewster v. Walsh (district court for district of Connecticut, made 
December 16, 1920), the report of the amount of such profit is made and 
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tax paid thereon only under protest, and only in compliance with the require- 
ment of the foregoing form and the instructions thereon.” 

Both the instalments of the income tax paid March 15th and June 15th were 
paid under this protest. On the 15th of June, however, there was added to 
the protest the following memorandum: 

“In view of the joint investigation by accountants of both government and 
trustees now in progress, with the agreed object of correcting certain figures, 
especially those relating to depreciation, believed to have been erroneously 
increased as to the most important item and ignored as to another item, in 
the 1920 return of said trustees covering the sale of the three capital assets 
in that return set forth, estimating the total of said profits and the tax pay- 
able thereon out of the trust estate. 

“Inasmuch as the second quarterly instalment of $49,050.60, based upon 
said estimate, is now due, you are hereby notified that the accompanying 
payment thereof is made without prejudice to the right of said trust estate 
to be hereafter relieved from or reimbursed for the payment of any tax upon 
the profits so returned in excess of the total tax, resulting from such final 
adjustment thereof as may be determined, either by agreement, or by the 

The government’s contention is that the distinction made in section 1324, by 
which the amount of interest to be paid on refunded taxes is to date from 
the payment of the taxes in cases where there is a specific protest setting 
forth in detail the basis and reasons for such protest, and by which the inter- 
est is to be dated only from six months after the date of filing the claim for 
refund or credit when there is no protest, was intended to favor those who 
furnished to the collecting officers by way of specific protest a valid basis 
for a refund of the taxes. 

We agree with this view. To hold otherwise would be to invite a protest 
on any pretended ground by taxpayers in every case of payment and would 
make the protest of no value to the treasury or the collecting officers. A pro- 
test is for the purpose of inviting attention of the taxing officers to the illegality 
of the collection, so that they may take remedial measures at once. But if 
protests are based on reasons of no validity, they do not accomplish the public 
purpose for which they are revised. 

In the present case, the protest was based on a decision of the district court 
of Connecticut made December 16, 1920 (Brewster v. Walsh, 268 Fed., 207.) 
That case was reversed in Walsh v. Brewster (255 U. S., 536), March 28, 1921, 
or more than two months before the payment of the June 15th instalment by 
the trustees. The statement added under the June 15th instalment was merely 
a recital that an investigation was going on between the government and the 
trustees, and that if that turned out to be in excess of the right amount, the 
payment was without prejudice to the recovery of the excess. This was 
certainly not a protest for specific reasons in accordance with the requirements 
of the statute. For these reasons, we think that no recovery can had for 
failure to allow interest for the period of the six months after the date of payment. 

Third. The third item of the recovery here sought is for the $767 of discount 
allowed by the government upon the amount returned for taxation on the in- 
come for 1917 by the trustees on the excess-profits tax. The tax assessed was 
$108,140.15. It was not due until June 15, 1918. Under section 1009 of the 
revenue act of October 3, 1917 (40 Stat., 300, ch. 63), it was provided that 
the secretary of the treasury, under rules and regulations prescribed by him, 
should permit taxpayers liable to income and excess-profits taxes to make pay- 
ments in advance in instalments or in whole of an amount not in excess of the 
estimated taxes which would be due from them, provided that the secretary of 
the treasury, under rules and regulations prescribed by him, might allow credit 
against such taxes so paid in advance of an amount not exceeding 3 per 
centum per annum calculated upon the amount so paid from the date of such 
payment to the date fixed by law for such payment, but that no such credit 
should be allowed on payments in excess of taxes determined to be due. 

We do not see the basis upon which such recovery can be had. The taxpayer 
can not obtain a refund under the other sections quoted except for taxes paid. 
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By reason of his payment earlier than required, he has been permitted to reduce 
the amount which the actually paid. But there is no provision in the statute 
for a recovery of anything but what he did pay, or for interest on anything 
but on what he did pay. We think that if congress intended him to recover 
interest for his accommodation of the government by a premature payment 
of his taxes illegally collected, it would have made a specific provision for it 
and have given the commissioner special authority. 

This disposes of the three claims. The conclusion of the court of claims is 
therefore affirmed in all respects except as to the interest on the refunds on 
the taxes illegally collected for the year 1917, and for the year 1920 for the 
period from the 9th of December, 1922, to January 16, 1923, which the trustees 
should recover. 

The judgment is therefore reversed and the cause is remanded to the court 
of claims with directions to enter a judgment in accordance with this opinion. 
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EpiTep By H. A. FINNEY 
AssIsTep BY H. P. BAUMANN 


AMERICAN INSTITUTE EXAMINATIONS 


Note.—The fact that these solutions appear in the JOURNAL OF ACCOUNT- 
ANCY should not lead the reader to assume that they are the official solutions 
of the board of examiners. They represent only the opinions of the editors of 
the Students’ Department. 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE —Part II 
May 14, 1926, 1 P. M. To 6 P. M. 


The candidate must answer all the following questions 


No. 1 (36 points): 

By the will of C. Delano, all his personal and real property was bequeathed 
absolutely to his wife, Mrs. A. Delano, she being appointed sole executrix. 

On January 1, 1924, Mrs. Delano transferred all the real estate and receiva- 
ble mortgages to a company, duly incorporated, in consideration of her receiv- 
ing the whole of its capital stock—100 shares of no par value. This she 
distributed among her chiluren. 

Mrs. Delano and two sons were appointed directors of the company, the 
by-laws of which provided that its net annual income should be paid to the 
transferor during her lifetime. Another clause provided that profits on sales 
of real estate or mortgages should be considered as capital and be reinvested. 

The directors decided to sell the houses and land and to restrict future 
investments to first and second mortgages on real estate. 

The following is a list of all the properties transferred to the company on 
January 1, 1924, the capital stock issued in payment therefor bearing the same 


date: 
(subject to mortgage payable $5,000) 7 
18,500 


The houses and lots were all valued in accordance with the tax assessments 
of the previous year. 

Sundry second mortgages, all at 6% interest, the face value thereof aggre- 
ating $12,000 on January 1, 1924, were also transferred to the company. 
hese mortgages represent part of a $24,000 purchase by the late C. Delano 

in 1922 at an average of 20% off the face value. 

The cash on hand, January 1, 1924, was retained by Mrs. Delano but she 
voluntarily paid the organization expenses of the company. 

During the year 1924 the following transactions were recorded: 

House No. 1—sold March ist for $15,000, of which $3,000 was received in 
cash, $8,000 left on first mortgage at 544% and $4,000 on second mortgage at 
6%, this being repayable by instalments. 

House No. 2—sold to another purchaser on the same date for $15,000 on 
the same terms in all respects. 
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House No. 3—sold June 1st for $10,000, subject to the purchaser’s assuming 
the liability for the mortgage of $5,000; $6,000 was paid in cash and $4,000 left 
on second mortgage at 6% repayable on demand. 

House No. 4—sold July 10th for $4,900 cash. 

House No. 5—traded October ist for a receivable second mortgage of $8,000 
at 6% on an apartment house, repayable on demand. 

Lots A— sold May 10th for $30,000 cash. 

Lots B—sold June 30th for $35,000; $20,000 received in cash and $15,000 
by a first mortgage, at 6% for five years, on the land and the buildings to be 
erected thereon. 

Lots C—traded June 1st for’a first ten-year mortgage of $25,000 at 6% and 
a second five-year mortgage of $15,000 at 6 %, the agreement providing that 
the purchaser build an apartment house on the land to cost not less than 
$150,000. No interest was to be charged on either mortgage until January 1, 
1925, as on June 1st, $1,000 was received as a bonus from the purchaser. 

At December 31st, the balance of $12,000 due on second mortgages had been 
reduced by repayments of $2,500, and $610 was received for interest. 

The following additional amounts were received from houses and lots sold: 
each of the houses—Nos. 1 and 2— interest on first mortgage $330, on second 
mortgage $180 and instalment repayment $750; No. 3— interest $240; Lot B— 
interest $450. 

Purchases of sundry second, 6% mortgages of the face value of $63,000 were 
made for $50,000 cash. The interest received on these to December 31st was 
$1,200 and the principal repaid by instalments amounted to $5,300. The 
legal expenses attendant upon the transactions were $570. 

Rents received from houses were $870; real-estate taxes paid totalled $425; 
advertising and general expenses amounted to $325 and two directors were 
paid $250 each, nominal compensation, for services. 

A ey claim of $1,400 was made by. the federal government for 
estate duty and this was paid on September 10th. ~ 

Prepare the statements necessary to show the results of the transactions, as 
enumerated, for the company and those directly interested. 

Assume interest received to be correct. Disregard accrued interest. 


Solution: 


In constructing a balance-sheet of the corporation at January 1, 1924, the 
date when all the real estate and receivable mortgages were transferred by 
Mrs. Delano, the question of valuation of the sundry second mortgages arises. 
These mortgages were purchased in 1922 by the late C. Delano at a discount 
of 20 per cent of face value, and those still on hand at the date of transfer (face 
value $12,000), cost but $9,600. Business men dealing in second mortgages 
are prone to consider discounts of this nature as commission immediately earned 
and do not defer any portion thereof over the life of the mortgage. 

To follow this practice it would be necessary to transfer these sundry second 
mortgages at face value, for on the books of the late C. Delano it may be 
assumed that an entry similar to the following was made to record the purchase: 


Sundry second mortgages. $24,000 
To record purchase of sundry second mortgages: 
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The point is raised again in the purchase by the corporation of sundry second 
mortgages of a face value of $63,000 for $50,000 cash. The excess of the face 
value of these mortgages over the cost, or $13,000, is considered as a commission 
and entered as a part of the net annual income to be paid Mrs. Delano. Legal 
expenses of $570 should be deducted from the total of such income. 

From the standpoint of conservative accounting it should be noted that a 
more desirable method of treating discounts on second mortgages would be to 
defer the amount of the discount and apportion it as earned income over the 
life of the mortgages. As the maturities of the mortgages are not given in the 
problem, this method can not be followed in the solution. 

A record of the transactions of the corporation is contained in the working 
papers which follow the explanation of the adjustments: 


(1) To record the sale of house No. 1, for the following: 


4,000 


(2) To record the profit on the above sale. 
(3) To record sale of house Ne. 2 for which the following was received as 


payment: 


(4) Profit on sale of house No. 2. 
(5) Sale of house No. 3 and transfer of mortgage payable; received as pay- 


ment: 


(6) Profit on sale of house No. 3. 
(7) Sale of house No. 4 for $4,900 cash. 
(8) Loss on sale of house No. 4. 
(9) Sale of house No. 5 for first mortgage $8,000. 
(10) Profit on sale of house No. 5. 
(11) Sale of lot A for $30,000 in cash. 
(12) Profit on sale of lot A. 
(13) Sale of lot B for: 


(14) Profit on sale of lot B. 
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(15) Sale of lot C for: 


(16) Profit on sale of lot C. 
(17) Payments made on sundry second mortgages (old). 


(18) Instalment payments made on second mortgages received as part pay- 


ment on houses No. 1, and No. 2. 
(19) To record sundry second mortgages payable: 


(20) Instalment payments received on the above (19) mortgages. 
(21) Interest received on mortgages. 

(22) Rents received. 

(23) Expenses applicable to net income. 

(24) Federal estate duty—additional assessment. 


Note.—If this liability had been known at the time the assets were trans- 
ferred, it would probably have been assumed by the corporation and deducted 
from the value of the assets received by the corporation in arriving at a valua- 
tion for the 100 shares of no-par common stock. Rather than apply this 
expense as a reduction of the capital-stock account, or as a reduction of the 
distributable income earned during the year, it is applied as a deduction from 


capital profits on sales. 
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THE DELANO CORPORATION 
Statement showing first mortgages on hand, December 31, 1924 


Date Particulars Amount 


THE DELANO CORPORATION 
Statement showing second mortgages on hand, December 31, 1924 


Date Particulars Amount 
Mar. 1, 1924 House No. 1, 6%, instalments................... $3,250 
Mar. 1, 1924 House No. 2, 6%, instalments.................. 3,250 
June 1, 1924 House No. 3, 6%, demand..................... 4,000 
Oct. 1, 1924 On apartment house, received mortgage as part 

payment on house No. 5, 6%, demand......... 8,000 

Jan. 1, 1924 Sundry second mortgages (old) ................. 9,500 
Sundry second mortgages (new) ................ 57,700 


THE DELANO CORPORATION 


Statement of cash receipts and disbursements for the year ended 
December 31, 1924 


Receipts: 
On sale of: 
4,900 
20,000 
$66,900 
On instalments: 
2nd mortgage, house No. 2..................-0005 750 
Sundry second mortgages (old).................... 2,500 
Sundry second mortgages (new)................0- 5,300 
9,300 
Interest receipts: 
2nd mortgage, house No. 1... 180 
2nd mortgage, house No. 2....... ee 180 
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Sundry second mortgages (old).................... 610 
Sundry second mortgages (new)................... 1,200 
$4,520 
Disbursements: 
Purchase, new second mortgages... $50,000 
Expenses: 
Advertising and general expense................... 325 
3,220 
Balance on hand, December 31, 1924... $28,370 


THE DELANO CORPORATION 
Statement of capital profit on sales for the year ended December 31, 1924 


Inven- 
Selling toried Profit or 
1924 Particulars price value loss* 
a, Serre House No. 1 $15,000 $13,000 $2,000 
House No. 2 15,000 13,000 2,000 
House No. 3 (net) 10,000 4,000 6,000 
House No. 4 4,900 5,000 100* 
House No. 5 8,000 6,000 2,000 
Lot A 30,000 11,000 19,000 
Lot C 40,000 18,500 21,500 
Less additional assessment for estate duty................-.-565 1,400 
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THE DELANO CORPORATION 
Statement of net income for the year ended December 31, 1924 
Interest received: 


2nd mortgage, house No. 180 
ch donne 450 
Sundry 2nd mortgages (old).................... 610 
Sundry 2nd mortgages (new)..................- 1,200 
$4,520 
Commission on purchase of new second mortgages: 
—— 13,000 
Deduct expenses: 
Advertising and general expense.................... 325 
THE DELANO CORPORATION 
Balance-sheet, December 31, 1924 
Assets 
Liabilities and net worth 
Net worth: 
Capital stock, 100 shares, no-par 
66,000 168,500 
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No. 2 (24 points): 

The A B Finance corporation was incorporated under the laws of the state 
of New York, May 1, 1924, with an authorized capital of 100,000 shares of 
poeene stock, par value $100 each, and 110,000 shares of common stock, no 
par value. 

The records of the corporation disclose the following balances at June 30, 
1925: cash $77,206,00; due from subscribers to capital stock $884,400.00; 
furniture, equipment, etc. $33,032.60; expense of organization and incorpo- 
ration $21,471.00; accounts payable $10,296.80; salaries $66,600.00; rent 
$30,000.00; stationery and office expense $8,381.00; postage $2,714.20; advertis- 
Sate’ accounting services $2,300.00; taxes $1,375.00; sundry expenses 

,508.40. 

The company was organized to buy notes and hold them for collection at 
maturity. At June 30, 1925, there were on hand notes to the face value of 
$1,203,747.80 (present value, on 6% basis, $1,167,635.37, the average matu- 
rity date of the notes being considered as December 31, 1925). The difference 
between the cost of all notes purchased and the aggregate face values thereof 
averaged 24% of the latter and amounted to $365,038.20, recorded as service 
income. 

The directors authorized the sale of the capital stock in units of one share of 
preferred stock and one share of common stock for $110 and a sales commission 
of $15 y' unit was allowed. This commission expense aggregated $307,395, 
of which $36,470 was unpaid at June 30, 1925. Full subscriptions to capital 
stock units amounted to $1,042,030 at the same date in respect of which stock 
will be issued in due course. 

The stock-certificate books disclosed that 11,020 shares of preferred and 
21,020 shares of common stock had been issued to June 30, 1925. Included in 
the common stock issue were 10,000 shares (for services) to the original incor- 
porators. Preferred dividends to the amount of $16,115.40 were paid during 
the period. 

Prepare a balance-sheet as at June 30, 1925, after providing 10% deprecia- 
tion on furniture for one year and deferring full service income relating to 
notes on hand as applying to period ended June 30, 1925, to average due date 
of _, Amortization of organization and commission expenses need not be 
considered. 


Solution: 

The principal questions involved in this problem are: (1) the value to be 
placed on the no-par-value common stock, and (2) the amount of service income 
to be deferred to future periods. 

As to the first point, the only indication of the value of the no-par common 
stock is the statement that the directors authorized the sale of one share of 
preferred stock and one share of common stock as a unit for $110. There 
being no reason to give the preferred any value other than par, the indicated 
value for the common is, therefore, $10 a share. This value has been used in 
arriving at the amount of the no-par-value common stock outstanding and, 
accordingly, in recording the amount paid to the original incorporators for 
their services. 

The second point is not so easy of solution. The difficulty is in determining 
the meaning of the clause: 


“|. . and deferring full service income relating to notes on hand as 
applying to period ended June 30, 1925, to average due dates of notes.” 
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